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NEIL H. JACOBY 


How to Stop Inflation 


A former member of the President's Council of Economic Ad- 
visers makes concrete recommendations about a major problem 


of public policy. 


As our country moves forward into the sec- 
ond half of the twentieth century, Americans 


generally are enjoying an unparalleled state 
of well-being, despite the unemployment which 
currently afflicts some citizens. The U. S. econ- 


omy continues to be by far the most productive 
in the world. It easily excels all others in per 
capita real output and in widely diffused real 
income. 

Yet we have recently become aware of vital 
economic problems which demand our earnest 
attention. I do not refer to those short run 
problems of avoiding serious cyclical booms 
and recessions. I refer to long-run problems 
of structural change and adaptation of the 
U.S. economy. 


THE ACCELERATING PACE 
OF WORLD CHANGE 


It is manifest to thoughful persons that both 
the internal and the external environmental 
conditions of the U. S. economy are changing 
rapidly. Moreover, the pace of change seems 
to be accelerating throughout the world. Sci- 
entific and technical knowledge increases at 
a fantastic rate. Population is exploding. Space 
is shrinking. Nationalism and demands for 
economic betterment are rampant in the less 


developed regions. Meanwhile, Japan and the 
advanced countries of Western Europe have 


become potent competitors of the U. S. in 
world markets, 


Towering over these powerful forces, which 


are destroying old political arrangements and 
are bringing new tensions and instabilities as 
well as opportunities into the world, is the 
emergence of the Soviet Union and Commu- 
nist China as formidable economic, political 
and military rivals of the United States. By 
regimenting people to the service of a totali- 
tarian state and by suppressing individual lib- 
erties they have risen greatly in power and 
influence. Their leaders see in the United States 
the antithesis to their ideologies. Their hos- 
tility threatens our national security. 

Only ten years ago the United States was 
the most powerful nation in the history of 
man, relatively as well as absolutely. This can- 
not be said today. What will be our position 
a decade hence? 


SALIENT ECONOMIC PROBLEMS 


Among the salient economic problems which 
grow out of these kaleidoscopic changes and 
now confront the American people are the 
following: 





MR. JACOBY is Professor and Dean of the Graduate School of Business Administration at the 
University of California, Los Angeles. The article above is a statement to the Joint Economic 


Committee of Congress, March 23, 1959. 
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1. Economic provision for national security 

2. Increasing efficiency and economic growth 

3. Fostering economic growth throughout 
the free and uncommitted world 

4. Strengthening our position in interna- 
tional trade 

5. Defending the purchasing power of the 
dollar 

6. Invigorating competition throughout the 
economy 

7. Adapting to rapid population increase 

8. Increasing the geographic and occupa- 
tional mobility of people and resources 

9. Improving education of all kinds and at 
all levels. 

Obviously, these problems are complex and 
interrelated and cannot all be treated in a 
single article. The list does not include refer- 
ence to deep economic depressions, because 
world conditions and our internal economic 
arrangements now make them highly unlikely. 

The theory has been advanced that the 
United States is now so “affluent” that we 
should place less emphasis upon productivity 
and increasing output, and should adopt public 
policies to make unemployment more con- 
genial. I do not regard this theory as being 
worthy of serious attention. The very opposite 
is the truth. Our economy requires vast 
amounts of capital for educational and trans- 
portation facilities, for resource development, 
for housing and community assets. Huge in- 
creases are necessary in the output of con- 
sumer goods to meet the demands of a rapidly 
increasing population of which an increasing 
fraction will not be in the labor force. Accord- 
ing to a recent survey, $95 billions is needed 
merely to modernize our obsolete industrial 
equipment. U. S. foreign investment should be 
increased by many billions a year if our coun- 
try is to play its role as economic leader of the 
Free World. All these factors, as well as our 
relatively declining world economic position, 
now call for increased emphasis on productiv- 
ity, eficiency, and economic growth. 


The agenda of unsolved structural economic 
problems has been growing. Time is running 
out. We must find ways of resolving basic 
economic problems as rapidly as changing 
technological and cultural factors are creating 
them. 


THE KEY PROBLEM: 
GROWTH WITHOUT INFLATION 


Among the salient economic problems con. 
fronting our society I believe that the para. 
mount problem is to maintain reasonable 
stability of the price level in a vigorously 
growing free economy. This problem rates a 
first priority on our attention because solutions 
of many other problems will accompany a solu. 
tion to this one. For example, a primary task 


5 


of the next generation will be to find the capital ” 


to equip our expanding labor force with the 
most efficient tools and machinery in a world 
undergoing a second Industrial Revolution. A 
stable price level will help solve this problem 
by strengthening incentives to save and en. 
larging savings available for capital formation. 


Again, enlargement of international investment 


throughout the Free World will be an issue of ' 


first magnitude in coming years. The environ- 
ment will be conducive to active international 
investment only if the largest capital-supplying 


country has a monetary unit of stable value. - 
Achieving a reduction of international barriers , 


to trade and payments also forms a salient task 
of the future. Yet the great enemy of liberal 
international trading and financing policies is 
inflation. When, under an inflationary regime, 
price levels in different countries move upward 
at different rates, uncertainties increase and 
restrictions on trade are introduced to protect 
monetary reserves. 

Wherever we turn, a dollar of dependable 
value immensely simplifies our economic tasks. 
The structural changes in the U. S. economy 


necessary to obtain rapid growth with price 
level stability require public policies which 


advance us toward other economic goals; they 
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should be adopted even if the problem of in- 
flation did not exist. In solving the problem of 
rapid growth with a stable dollar we shall 
strengthen the U. S. economy in many ways. 

We assume that the American people want 
full production and employment and rapid 
growth of the real incomes along with a dollar 
of dependable buying power. In the end they 
will accept neither stunted economic growth 
nor a network of governmental controls of 
prices and wages. Nor will they accept gradual 
inflation as a “necessary price” of full employ- 
ment. 

I shall not repeat here the arguments against 
inflation, gradual or otherwise. In testimony 
before the Joint Economic Committee of Con- 
gress a year ago, and elsewhere, I have ex- 
plained why any persistent rise in the price 
level would be a drag upon long run economic 
progress.’ During the past year, the consensus 
on this matter has been growing, despite a few 
dissenters. The sharp drop in U. S. exports, 
rising imports, and the outflow of gold has 
added a powerful new reason for stability of 
the U. S. cost and price levels. Inflation was 
formerly seen only as a costly luxury; now we 
see it as a potential threat to national survival 
in a world whose raw materials we increasingly 
need. Here, we shall assume that gradual infla- 


tion is uneconomic as well as inequitable, and 

‘The Relationship of Prices to Economic Stability 
and Growth, Compendium of Papers submitted by 
Panelists Appearing before the Joint Economic Com- 
mittee (Washington: U. S. Gov't. Printing Office, 
March 31, 1958). The consensus against creeping in- 
flation is well expressed by G. L. Bach, Inflation—A 
Study in Economic Ethics and Politics (Providence: 
Brown University Press, 1958) and by A. F. Burns in 
U. S. Monetary Policy (New York: American Assem- 
bly, 1959). My own views on the economic effects of 
creeping inflation appear in Harvard Business Review, 
May-June 1957 and Jan.—-Feb. 1958 and in Problems 
of U. S. Economic Development, Vol. I (New York: 
Committee for Economic Development, 1958) p. 153. 
S. H. Slichter and A. H. Hansen, on the contrary, ac- 
cept creeping inflation as a desirable or at least inevit- 
able concomitant of economic policies to maintain full 
employment. See Hansen, The American Economy 
(New York: McGraw Hill, 1957) and Slichter, “On 
the Side of Inflation,” Harvard Business Review, Sept. 
-Oct. 1957. 
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we shall confine our attention to rather specific 
public policies for preventing its recurrence. 
Direct controls to repress inflation, and escala- 
tor clauses to accommodate to it, are now gen- 
erally seen as evasions of the problem. 

Despite general agreement that a stable price 
level fosters economic growth and should, 
along with full employment and free markets, 
be an accepted goal of public policy, surpris- 
ingly little has been written on ways and means 
of achieving this end. There is even much dis- 
sension over the causes of inflation. The popu- 
lar view is that creeping inflation arises from 
excessive federal spending, even when the fed- 
eral budget is balanced on a consolidated cash 
basis, and from wage increases that outrun 
gains in productivity and force up prices. 
Hence the remedies most often suggested are 
a reduction in federal expenditure and “re- 
straint” by union and management officers in 
making wage agreements. But this diagnosis 
and remedy are plainly deficient. Although sys- 
tematic control of federal expenditures is im- 
portant, they cannot be the salient cause of in- 
flation because they form only about 15 per 
cent of aggregate demand. If the pull of exces- 
sive aggregate demand causes inflation, we 
should be more likely to find the culprits among 
those who spend the other 85 per cent. There 
have been extended periods of rising price 
levels when federal expenditures were falling 
(e.g., 1945-48), and stable price levels when 
federal outlays were rising (e.g., 1952-53). At 
the time of writing (February 1959) there is 
no excessive demand and much slack in the 
U.S. economy. 

Granted that the upward push of wages on 
prices has played an important role in inflation, 
experience has shown that admonitions to use 
“restraint” are not very effective in producing 
non-inflationary wage agreements. Restraint 
must grow out of the bargaining parties’ con- 
ception of their own interests rather than out 
of their regard for the general interests of 
society. 
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Not only is the popular analysis of creeping 
inflation unsatisfactory, but it leads to futile 
efforts to assign the blame to particular groups 
of people, such as “aggressive” union leaders, 
“monopolistic” business executives, Congres- 
sional “spenders,” etc. As a result, public dis- 
cussion of the problem becomes emotional and 
remedial action is stultified. The problem really 
arises from general systemic faults in economic 
structure and policy, and not from the mis- 
behavior of certain people. 

Let us view creeping inflation in a long per- 
spective, develop a theory to account for it, and 
then deduce from this theory a feasible pro- 
gram of public policies to prevent it in the 
future. Time allows us to paint only with broad 
strokes of the brush; the work of many econo- 
mists and policy makers will be required to fill 
‘in necessary details. 


THEORY OF CREEPING INFLATION 


In formulating a theory of creeping inflation, 
we do well to recall some simple arithmetic. In- 
flation is defined as a significant rise in the 
Consumers Price Index, an average of the 
prices of 300 commodities and services sold in 
a sample of retail establishments in 46 cities. 
Now if we are to avoid inflation in the short 
run, it is clearly necessary that when some indi- 
vidual prices rise, other individual prices shall 
decline. And if we are to avoid inflation in the 
long run, when the average of prices lifts dur- 
ing the expansionary phases of business cycles, 
it is necessary that the average level of prices 
shall decline at other times. Simple arithmetic 
demonstrates the need for more two-way flexi- 
bility in individual prices and in the average 
of prices if we are to avoid creeping inflation. 
It indicates that avoiding inflation requires 
attention to what may be called the “structural 
flexibility” of our economy as well as to the 
maintenance of aggregate demand at an appro- 
priate level through time. 

The creeping inflation which has marred the 
performance of the U. S. economy in recent 





years has resulted from two major defects: 
first, insufficiently flexible monetary and fiscal 
measures to offset cyclical changes in private 
demand and to hold aggregate demand around 
full employment levels;’ secondly, insufficient 
flexibility in prices and in movements of re. 
sources, caused by inadequate competition and 
by the interference of government with com. 
petitive markets. The remedy for creeping in. 
flation requires both more sensitive and power- 
ful monetary and fiscal actions to regulate ag. 
gregate demand, and governmental measures 
to make the U. S. economy structurally flexible 
with respect to individual prices and move. 
ments of resources. 

Recent efforts to stop creeping inflation have 
been disappointing because they have involved 
reliance only upon restrictive monetary and 
fiscal policies, without concurrent actions to in- 
crease structural flexibility. Highiy restrictive 
monetary and fiscal measures, which cut gov- 
ernmental expenditures to the bone, raise taxes, 
and make credit expensive and hard to get, can 
probably stop inflation. They reduce aggregate 
demand so severely as to create unemployment, 
hold down prices, and moderate wage agree- 
ments to a point where the wage-cost push on 
prices is diminished. But in an economy where 
resource movements have become too slow, 
competition is not pervasive, and enough indi- 
vidual prices do not decline quickly enough 
in the face of lowered demand, a highly restric- 
tive monetary-fiscal policy will produce per- 
sistent unemployment. It will require a sacrifice 
of normal economic progress which the Amer- 
ican people will not accept indefinitely. 

Those who argue that gradual inflation is in- 
evitable, even desirable, as a means of increas- 
ing the average rate of growth in the real out- 
put of the U. S. economy tacitly assume that 
present rigidities in the price and resource 
structure cannot be reduced. They take them as 
data. By contrasting the slow growth and un- 


* Defined to mean that at least 96 per cent of the 
labor force is productively employed, as an annual 
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employment associated with a non-inflationary 
monetary-fiscal policy in a structurally rigid 
economy with the more rapid growth obtain- 
able under a strongly expansionary monetary- 
fiscal policy, they conclude that slow inflation 
must be accepted as the inescapable concomi- 
tant of satisfactory economic growth. What 
they fail to understand is that even more rapid 
growth would be possible under a reasonably 
stable average of prices, if the price and re- 
source structure were sufficiently flexible. The 
following table provides a schematic represen- 
tation of the relationships: 


Price and Rate of Real 
Resource Monetary-Fiscal Economic 
Case Structure Policy Growth 


I Flexible Non-Inflationary Rapid 
II Rigid Medium 
III Rigid Non-Inflationary Slow 


Inflationary 


During recent years the U. S. economy has 
oscillated between Cases II and III. The opti- 
mal course of action clearly is to reduce struc- 
tural rigidities and make the economy conform 
to Case I, in order to have the rapid real growth 
which a stable price level makes possible. 

The restoration of structural flexibility is 
basically a matter of creating the framework 
for workable competition in many markets 
from which it is now absent. Competition in 
open markets is the fundamental principle of 
a free versus a centrally directed economy. If 
competition is pervasive and resources are mo- 
bile, enough prices will decline quickly enough 
when aggregate demand is shrinking and 
enough resources will move into more remuner- 
ative industries, so that sensitive monetary- 
fiscal restraints will serve to prevent inflation 
without creating “pockets” of unemployment 
and economic stagnation. Conversely, an ex- 
pansionary monetary-fiscal policy will more 
rapidly induce movements of resources into the 
most urgent uses, enabling total output to grow 
for a longer time without producing “bottle- 
necks” and inordinate price increases. 
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If the people of the United States squarely 
face the need to increase the structural flexibil- 
ity of the economy as well as to improve mone- 
tary and fiscal controls, we will succeed in re- 
alizing our full potential of growth while 
avoiding a debilitating depreciation of the 
dollar. Even moderate gains in structural flexi- 
bility will suffice to keep the price level reason- 
ably stable, so long as productivity rises 
steadily. 

Let us now outline the elements of a program 
of public policy which will help solve the prob- 
lem of creeping inflation. Because structural 
flexibility has received relatively little attention 
in discussions of inflation, it merits fuller at- 
tention than improvements in monetary-fiscal 
policy. Although they do not exhaust the sub- 
ject, I shall focus attention on necessary re- 
forms in five fields of economic policy: anti- 
monopoly; agriculture, international trade, 
stockpiling, and federal taxation.’ 


ANTIMONOPOLY POLICIES 


Actions to make competition more vigorous 
and pervasive in the United States are an im- 
portant part of a program for price-level sta- 
bility. Stern enforcement of the antitrust laws, 
their extension to all kinds of private economic 
activity, and other measures to invigorate com- 
petition will help to make individual prices and 
wage-rates more responsive to changes in de- 
mand, will augment productivity, will moderate 
the wage-price spiral, and thereby reduce in- 
flationary pressures. 

While competition should be enforced in all 
segments of the economy, labor union activities 
are of greatest present concern. The main legal 
instruments for enforcing competition, the 
Sherman and Clayton Acts, were designed to 


apply primarily to business firms and to com- 





®* Removal of structural rigidities in the economy 
suggests many additional lines of policy action. For 
example, private pension and retirement programs 
tend to impede occupational and geographical changes 
of employment, by not vesting the employer’s contribu- 
tion in the employee. This problem requires public 
attention. 
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modity markets, and labor unions and most 
professional and cooperative organizations are 
exempt from most of their provisions. Mean- 
while, some unions have acquired great power 
over labor markets, which they exercise in a 
number of ways to push up prices or to prevent 
prices from falling. While inflationary wage 
agreements have received most attention, union 
restrictions upon entry of workers into trades, 
and union working rules to reduce productivity 
‘(“featherbedding”) are also important infla- 
tionary factors especially in transportation and 
the building trades. Being exempt from the 
antitrust laws, unions may do many things to 
“restrain trade” which businessmen cannot do. 
Because labor income comprises 62 per cent of 
national income, it is evident that the impact of 
wages on the consumer’s price level is perva- 
sive. Public regulation of labor unions, through 
special legislation as well as the antitrust laws, 
is therefore necessary to assure that their ac- 
tivities will be compatible with the public in- 
terest in a stable price level, efficient produc- 
tion, and workable competition. 

Labor markets differ in many ways from 
commodity markets, and a fresh body of law 
needs to be developed to deal with their special 
problems. These problems include gross in- 
equality of bargaining power between big 
unions and small employers, organizational 
and jurisdictional strikes, undue restrictions 
upon membership, picketing, secondary boy- 
cotts, union support of price-fixing agreements, 
and internal union affairs. Some union activi- 
ties should be made illegal; others are imper- 
fectly understood and the relevant law would 
have to be developed on a case-by-case basis. 
In any event, it is difficult to understand how 
objection can be made to the principle that 
antimonopoly legislation should apply to all 
kinds of private economic activities whether 
carried on by businesses, unions, professional 
associations, cooperatives, or any other indi- 
vidual or group. A comprehensive rather than 
a fragmentary approach to the maintenance of 





a competitive order is needed. Although the ex. 
tension of antitrust laws to unions could not be 
expected to produce dramatic results, it would 
be a symbol of public opinion and policy which 
would influence union activities as construc. 
tively as it has influenced business management 
in the past. The more obvious applications of 
the antitrust laws to unions would be mitiga. 
tion of unreasonable conditions of membership 
and uneconomic working rules as “restraints 
of trade.” Union mergers or splits present more 
difficult areas of application. The antitrust laws 
presumably would not apply to collective bar. 
gaining or wage agreements per se. 


AGRICULTURAL POLICY 


Food and apparel have 38 per cent of the 
weighting in the Consumers Price Index.‘ Be. 
cause prices of most such items are directly or 
indirectly affected by current agricultural poli- 
cies, it is clear that our efforts to support prices 
of basic farm commodities at “parity” are a 
potent source of inflationary pressure. Our 
agricultural policies have operated to maintain 
or raise the prices of food and fiber in the face 


of striking technological advances that have ' 


reduced costs of production and would have 
brought lower prices in the absence of govern- 
mental intervention. At the same time, our pol- 


icies have built up huge surpluses, whose dis- ° 


posal abroad impairs friendly relations with , 


other countries. Farm prices would have de. 
clined in free markets, helping to keep the cost 
of living stable and removing some of the wage- 
push exerted on costs via escalation clauses in 
wage agreements. About 4 million workers are 
employed under contracts specifically requir- 
ing quarterly or annual adjustment of wages 
to movements of the CPI, and this Index isa 
consideration in virtually every wage deter. 
mination. 
4 Average Retail Prices: Collection and Calculation 
Techniques and Problems, U. S. Dept. of Labor Bulle: 
tin No. 1182. June 1955, p. 62. 

°H. E. Riley, “The Price Indexes of the Bureau of 


Labor Statistics” in The Relationship of Prices to Eco- 
nomic Stability and Growth, (see note 1), p. 113. 
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A new policy for agricultural adjustment is 
urgently needed for many reasons. Output per 
man-hour has been rising more rapidly in agri- 
culture than in the rest of the U. S. economy for 
at least twenty years. Because technological 
progress has made the large commercial farm 
relatively efficient and the small farm ineff- 
cient, 44 per cent of our farms now produce 
9] per cent of the value of marketed farm 
produce.” It is impossible to provide the re- 
maining 56 per cent of the farmers with a satis- 
factory income by means of farm price sup- 
ports, because they do not produce enough for 
sale. Present policies subsidize the affluent 
farmer while giving little help to the needy 
one. The game has continued to the point that 
the cost of supporting farm prices will be more 
than $5 billions in the current fiscal year, fed- 
eral payments will comprise about 40 per cent 
of net farm income, and the federal-held sur- 
plus will total about $9 billions by mid-1959, 

A rational agricultural program—as the 
CED and other objective students of the farm 
problem now agree—calls for gr lual removal 
within definite time limits of fo: price sup- 
ports, acreage allotments and } 
trols. Such a program should « 
tion and retraining grants to 


keting con- 
race reloca- 
sist the sub- 
marginal farmer to enter rn e promising 
employment and should as 
minimum income under adver 


farmers a 
economic con- 
ditions. It must embrace a pr :am to dispose 
of existing surpluses. A prog’ nmed return to 
free-market agricultural pri would remove 
a source of tension in our .. ernational rela- 
tionships and diminish inflauonary pressures. 
Even if a rational farm program cost the tax- 
payers as much as the present policy—which 


is most unlikely—the gains would be great. 


INTERNATIONAL TRADE 


An essential element of an anti-inflationary 
policy is reduction of tariffs, import quotas and 





*Committee for Economic Development, Toward A 
Realistic Farm Program (New York: December 1957). 
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other impediments to international trade. These 
help keep up domestic prices and shelter ineffi- 
ciency and monopoly. A truly liberal inter- 
national trade policy is the best safeguard of 
high productivity and a stable domestic price 
level in a world in which the leading trading 
nations seek monetary stability. The U. S. 
makes its economy strong by exposing its pro- 
ducers to fair (i.e., unsubsidized) competition 
from abroad. If we expect to market our prod- 
ucts in foreign countries, and ask them to ex- 
pose their producers to our competition, we 
must be willing to receive their products. 

The recent record of the United States in in- 
ternational trade policy has not been bad. We 
can applaud the renewal of the Reciprocal 
Trade Agreements Act. Yet there have been 
lapses from the path of virtue, in our tariff in- 
creases on watch movements and bicycles and 
our quotas on imports of Middle East and Cana- 
dian oil and Japanese textiles and apparel. 
There are now powerful reasons for more ener- 
getic action to remove trade restrictions. There 
is the ideological consideration that the U. S., 
as primary exponent of competitive capitalism, 
cannot preach competition at home and reject 
it from abroad. There is the national security 
consideration that the Free World is strength- 
ened when its member nations are closely 
bound together in a network of trading and 
investing relationships. There is the economic 
growth consideration that the U. S. needs in- 
creasing amounts of foreign raw materials to 
feed its growing industrial machine and must 
find ever larger markets throughout the world 
in which to dispose of its products. These fac- 
tors constitute a convincing case for a more 
liberal international trade policy, quite apart 
from the real contribution it would make to the 
stability of the dollar. 


STOCKPILING 


Revision of federal programs of stockpiling 
defense materials would also contribute to the 
fight against inflation. Federal stockpiles of 
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“strategic and critical materials” (in which 
copper, lead, zinc and platinum are important 
items) were valued at $6.4 billions at June 30, 
1958, and the government also owned $3.3 bil- 
lions of machine tools.’ Most of these commod- 
ities were purchased when the concept pre- 
vailed that World War III would resemble 
World War II. In the light of present nuclear 
war potentialities, these huge stockpiles make 
little sense. There is a danger that “national 
security” may become a cloak for governmen- 
tal price-supporting operations for many com- 
modities, as has already been the case for lead 
and zinc. If so, additional elements of inflexi- 
bility in the price indexes would be created. 

The U. S. has wisely refrained from partici- 
pation in Western hemisphere price stabiliza- 
tion schemes on the ground that they violate 
our basic economic tenets, and fail in the 
end. Clearly, we should not operate domestic 
schemes of our own under any guise, especially 
when they contribute to inflation and impede 
economic readjustment. 


TAX REFORM 


Reform of the federal tax system is an im- 
portant part of any effort to increase the eff- 
ciency and structural flexibility of the U. S. 
economy and to make it less inflation-prone. 
In tax reform, the main emphasis should be 
upon measures that will offer both incentives 
and means of financing research and develop- 
ment and the modernization of our industrial 
machinery, and thus help to keep down costs 
and prices. 

The immense cost-reducing potentialities of 
industrial modernization have been shown by 
a recent McGraw-Hill survey of American man- 
ufacturing industries. It was found that the cost 
of replacing all obsolete facilities with equip- 
ment of the most modern and efficient type 
would be $95 billions—a sum equal to all of 
the expenditure on plant and equipment by 

' Annwal Report of Office of Civil and Defense Mo- 


bilization, submitted to the Joint Committee on De- 
fense Production. Washington: Nov. 30, 1958. 








American business (for additional capacity as 
well as modernization) during the three boom 
years 1955, 1956, and 1957." 

If we add to this “modernization backlog” 
the future capital requirements for replace. 
ment, in the light of an accelerating pace of 
technological change, plus the capital required 
for additions to our industrial plant to serve 
the needs of a population that may double 
within the next 50 years, U. S. capital require. 
ments are astronomical. Yet they must be met 
if we are to retain our economic leadership in 
the face of rapid Sino-Soviet growth in pro. 
duction and influence. And we should not for. 
get that other Free World nations have become 
formidable competitors in world markets. Some 
of them have relatively more post-World War 
II equipment than the U.S. possesses. 

Americans would be wise to ask themselves 
how rapidly they wish their economy to grow, 


and then consider what kind of tax system will 


be consistent with this rate of growth. While 
the present federal tax system possesses valu- 
able “built-in” counter-cyclical powers, as a 


result of its very heavy reliance upon progres- 


. . . p 
sive income taxes, it lays so heavy a burden on 


both the incentives and the ability to finance 
risky investment as to reduce the rate of capital 


formation, innovation, and economic growth. 


. . ‘ 
The main lines of necessary federal tax re. 


form are reasonably clear: 


First, reduction of the top bracket personal 
income tax rates to realistic levels. The 9] 
per cent rate is really a “phantom” rate, paid 
by few and producing little revenue, while 
deterring productive effort and distorting 


investment. 


Second, inauguration of a workable sys- 
tem of averaging personal incomes over peri- 
ods of, say, five years. This would remove 
the penalty now imposed upon persons with 
unstable annual incomes (usually derived 
from entrepreneurial activities) in compari- 


. “How and Why Industry Modernizes” Business 
Week, Sept. 27, 1958, p. 21. 
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son with those having stable incomes (usu- 
ally from salaried employment). 


Third, reduction of the rate on corporate 
income, now 52 per cent, which makes the 
federal governme __._n effect, the majority 
stockholder of every business corporation 
of substantial size which favors wage infla- 
tion and inefficiency by charging the bulk of 
costs to the government, and which dimin- 
ishes both the incentive to make and the 
means of financing new investment. 


Fourth, modernization of depreciation 
laws to give business managers wider lati- 
tude to write off fixed assets and thus foster 
earlier replacement of obsolete facilities. 
Headway was made in this direction in the 
tax revisions of 1954 and 1958, but the basic 
U. S. rules continue to be illiberal in com- 
parison with those of other industrialized 
countries. 


These federal tax reforms would stimulate 
economic growth, help to reduce costs, and 
contribute to price-level stability. Our state 
and local tax systems should be reformed with 
the same purposes in view. 


COUNTER-CYCLICAL MONETARY 
AND FISCAL POLICIES 


My discussion of measures to increase the 
structural flexibility of the U. S. economy has 
left me space enough to make only brief obser- 
vations about increasing the effectiveness of 
montetary and fiscal measures. 

The recent record of counter-cyclical mone- 
tary action is, I believe, fairly good;° that of 
fiscal policy is less favorable although the auto- 
matic stabilizers inherent in the federal tax 
system have been helpful. Stabilization policies 
could be improved in the future by more com- 


*This was the consensus of participants in an 
American Assembly meeting October 16-19, 1958. See 
U. S. Monetary Policy (New York: The American 
Assembly, 1959) pp. 116, 222. For a contrary view see 
Ascher Achinstein, Federal Reserve Policy and Eco- 
nomic Stability, 1951-57, A study prepared for the 
Committee on Banking and Currency. (Washington: 
U. S. Government Printing Office, 1958). 
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plete knowledge of the time lags involved, by 
augmenting their potency and availability for 
use, and by better administrative coordination. 

The economic stabilization process involves 
three kinds of time-lags: a lag between the 
emergence of a stabilization problem and its 
identification by policy-makers; a lag between 
problem identification and policy action; and 
a lag between governmental action and its cor- 
rective effect on the economy. The first two 
lags could be reduced by more accurate and 
promptly available economic statistics and by 
better economic analysis. The third kind of 
lag probably cannot be reduced in length, being 
inherent in the institutional structure of the 
economy, yet the timing of counter-cyclical 
actions could be improved if we knew its mag- 
nitude. Here is an urgent subject of research. 

Increasing the potency and availability of 
counter-cyclical policy measures also requires 
reform of certain monetary and fiscal arrange- 
ments. It is likely, for example, that revisions 
of the legal reserve system for commercial 
banks and placement of non-bank financial 
institutions under some general monetary con- 
trols would be salutary. Such matters are now 
being examined by the Commission on Money 
and Credit. In the execution of fiscal policy a 
greater flexibility of tax rates is desirable. A 
delegation of Congressional power to the Presi- 
dent to change personal tax liabilities within 
specific limits is one possibility. A system of 
automatic adjustments in personal income tax 
rates geared to changes in price or employment 
levels is another concept worth study. 

Finally, we need better coordination of stabi- 
lization policies and actions within the Federal 
Executive, so that the monetary, taxation, ex- 
penditure, lending, and loan insuring opera- 
tions of government reinforce each other. One 
means to this end would be the establishment 
of a National Economic Council under the 
chairmanship of the President, analogous to 
the National Security Council in the area of 
defense. 








10 


ECONOMICS AND POLITICS 


Creeping inflation can be stopped in a free 
and vigorously growing economy only by re- 
forms in many fields of public policy. The po- 
litical obstacles to these reforms are, indeed, 
formidable. Inflation raises the most difficult 
political problems because it pits the general 
interest in a dollar of stable buying power 
against many organized and articulate special 
interests. They include the “farm lobby” with 
a desire for high and rigid supports of farm 
prices; oil and mining interests with built-in 
profits from inflation, import quotas, and stock- 
piling programs; union officials with a desire 
for unbridled economic power; and business 
groups seeking protected markets to shelter 
their inefficiencies or reap monopoly profits. 
All of these groups must be educated to under- 
stand that their own welfare turns in the long 
run upon an efficient American economy com- 
peting in open markets and capable of flexible 
adaptation to change. 

Let us suppose, however, that the political 
problems of restoring a greater measure of 
structural flexibilty to the U. S. economy are 
not surmounted. What, then, is the next best 
line of public policy for dealing with the prob- 
lem of gradual inflation? Should the nation 
continue to operate under an expansionary 
monetary-fiscal policy but turn to governmen- 
tal regulation of wages and prices in order to 
suppress its consequences, as some persons 
have suggested? Or should a toughly restric- 
tive monetary-fiscal policy be imposed in the 
hope of holding down the price level through 
the generation of unemployment? 

On the assumption that present structural 
rigidities in the U. S. economy cannot or will 
not be reduced, the best course of action would 
be to accept the gradual inflation associated 
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with full employment and an expansionist 
monetary-fiscal policy, and to accommodate as 
many groups in society as possible to inflation 
through wider use of the escalation principle, 
In these circumstances, it would be desirable 
to minimize the inequities of inflation in a 
number of ways. Escalator clauses could be 


put in all wage and salary and pension con. } 


tracts; governmental and private debtors might 
be required to repay their debts in dollar 
amounts having constant purchasing power; 
life insurance companies might be required 
(not merely permitted) to issue variable an. 
nuities. The escalation principle cannot be gen. 
eralized to cover all citizens, as a practical 


matter. It carries grave risks of accelerating the 


inflationary process. And it multiplies the un. | 


certainty of business transactions. Yet, it is 
clearly preferable to a network of direct price 
and wage controls which—history shows— 
only suppresses the evidence of inflation for a 
time, reduces economic efficiency, and spells 
the end of freedom. 

Ability to solve the problem of creeping in- 
flation within the framework of a free-market 
price system will be a supreme test of the eco- 
nomic wisdom of Americans and of the vitality 
of our political institutions. Will good eco- 
nomics prove to be good politics? American ef- 
forts to stabilize the dollar are being observed 
throughout the world, especially by people in 
nations yet wavering in their choice of eco- 
nomic development under freedom or under 
totalitarian control. We must not fail to pass 
the test. The United States must form a visible 
example to the world of an advanced industrial 


nation operated on the principles of economic | 


freedom and financial probity. Here lies a great 
challenge to the American people, to the poli- 
tical leaders and to the economists of our time. 
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ERNEST DALE 


Ernest Tener Weir: 


Iconoclast of Management 


“There are some ways in which I might begin life with hardly 
any outlay, and yet begin with a good hope of getting on by 
resolution and exertion .. . and a head to plan.” 


Ernest Tener Weir looked up from the charts 
we had prepared to show the phenomenally 
successful growth of the National Steel Cor- 
poration under his carefully planned, if often 
drastic, cultivation. He took off his glasses and 
looked steadily across the table. “No, I don’t 
think anyone could do it today. Not today.” 

It was ironic that the founder and presi- 
dent of the nation’s fifth largest steel company 
should give pre-eminence to “the times” as 
a factor in his company’s growth, for he 
achieved most of his success by being out of 
phase with the times. As a manager, Ernest 
Tener Weir was an innovator, ahead of his 
time in his emphasis on planning and in his 
organizing methods. As a steelman, he violated 
most of the major conventions of the industry 





‘The author had the privilege of working on this 
analysis with E. T. Weir on a number of occasions, 
discussing his life’s thoughts and plans. E. T. Weir 
went over several versions of the draft of this paper. 
Many of Weir's personal papers and speeches were 
studied and drawn upon. A number of visits were 
made to Weirton. The charts were conceived and exe- 
cuted by R. S. Weinberg, Manager of Market Research 
of IBM. The author alone is responsible for the accu- 
racy of the facts and their interpretation. A grant 
from the Social Science Research Council was used 
to cover travel and clerical expenses and the cost of 
the statistical studies. 


Charles Dickens, David Copperfield 


in his time. As a political being, he often fought 
against the mainstream of his contemporaries’ 
thinking. 

Weir first became nationally famous—in- 
famous to some—in the 1930’s when he fought 
unionization more intransigently than his fel- 
low industrialists. He defied government offi- 
cials in the matter of a union election under 
the old National Recovery Act—and won his 
case when Section 7-A was declared unconsti- 
tutional. When President Roosevelt talked of 
“economic royalists,” Weir picked up the 
phrase and announced that he was proud to 
be one. 

Weir was not, however, entirely or even 
largely the arch-reactionary that some of his 
words and actions make him appear. For ex- 
ample, in 1932 he developed an analysis of 
the discrepancy between production and con- 
sumption that sounds remarkably like Thor- 
stein Veblen’s, though Weir had never read 
Veblen at the time (and probably not later) — 


The only reason for production is consumption 
demand, and there must be a balance between them. 
If the producer expects his goods consumed, he must 
do his share in having the consumer’s income on an 
equitable basis. If the producer’s profit is excessive, 
it must be taken from the consumer, and slowly but 





MR. DALE is Associate Professor, Graduate School of Business and Public Administration, 


Cornell University. 
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surely the power of consumption declines and pro- 
duction is not absorbed. Also the trouble is inten- 
sified by the producer from his excess share of 
earnings, using them to increase his plant and 
equipment, and his production. Thus there results 
a chasm between the requisites of prosperity—pro- 
duction and consumption—that eventually brings 
the collapse. 


And these words, uttered in 1934, are hardly 
those of a reactionary: “If there had been some 
power which could have, by a stroke of the pen, 
taken some per cent from capital and given it 
to labor ten years ago, we might have had 
no depression. The over-expansion of industry 
would have been curtailed by this mythical 
reduction in the return to capital, and the pur- 
chasing power of wage earners would have been 
greater by reason of this increase to labor.” 

Moreover, to a large extent, Weir practiced 
what he preached. True, he went further than 
U. S. Steel in reducing wages after 1929, but 
in 1933 he notified the American Iron and Steel 
Institute that he was raising wages 15 per cent, 
and forced the rest of the industry to follow 
suit. “Steel manufacturers,” he said, “are not 
justified in even considering any further liqui- 
dation of labor. We have gone, if anything, too 
far along those lines.” 

In 1935 he criticized other companies for 
raising wages, saying the increase was eco- 
nomically unwise, but in 1941 he again forced 
a rise in industry rates. U. S. Steel, the pace 
setter for the industry, had not yet settled its 
union contracts, but Weir knew that the pro- 
jected profit statements from the industry 
would show ability to pay, and believed that 
haggling and delay were not justified. As the 
bickering went on, he told his associates: “It 
isn’t enough—seven cents. When profit reports 
come later they’ll make ‘poor mouth’ claims 
look ridiculous. And it will cost a lot of labor 
confidence.” Then suddenly he stopped pacing 
up and down and called in his public relations 
man, John Ubinger: “You can put out the word 
that we are raising ten cents an hour—no need 
to elaborate. We’ve told our workers.” 


The announcement dropped like a bomb on 





the bargaining table where Big Steel and the 

union leaders were arguing. In a few minutes 

their long disagreement was dissolved and ql] 

steel wages went up ten cents an hour. Weir | 
said: “We felt ten cents the proper figure jp 

view of the industry’s earnings. We felt the men 

should share in that improvement.” 

Some time later, Weir opposed U. S. Steel’; 
plan to hike prices, supported a wartime price } 
freeze, and marched out of the American Iron 
and Steel Institute in token of his disagreement, 

These contradictions have suggested to some 
observers that Weir might simply be an “old. 
fashioned 19th-century liberal” who believed 
that it would be possible to convince business. 
men that it would be to their ultimate interes 
to pay higher wages and hold them to that 
course by moral suasion. 

Certainly his basic philosophy was that of 
the liberal period in which he grew up, close | 
to John Stuart Mill’s principle of “framing the 
plan of our life so as to suit our character; of 
doing as we like, subject to such consequences 
as may follow; without impediment from our 
fellow-creatures so long as what we do does 
not harm them, even though they should think 
our conduct foolish, perverse and wrong.” If’ 
he was harming his workers by fighting tooth 
and nail to keep the national unions out of his 
mills, Weir was not conscious of it, and he 
seems eventually to have won over the workers 
themselves to his point of view. (In 1950, when 
the NLRB held an election in his company, the 
independent union that had been organized 
in the meantime won hands down.) 

All his life Weir drove his own way, though 
many of his fellow-creatures of varying shades 
of opinion thought his conduct foolish, per 
verse and wrong. In his fight against the unions 
he was clinging tenaciously to the past, but the 


ways in which he was ahead of his time are 


more significant. For it was by violating con 
servative traditions that he achieved his success. 
And that success was quite extraordinary. In 


terms of size, National Steel is only fifth in 
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the industry, but in terms of profitability and 
growth it was first for a long time by a number 
of tests. The company even made a profit at 
atime during the Great Depression when every 
other steel company, including the giant United 
States Steel, was suffering a loss. 

This profit picture was made possible not 
only by advances in sales that continued with 
remarkable steadiness, but by close control of 
costs, which were held strictly in line with sales. 
On the few occasions when sales dropped, costs 
were held absolutely in line. For example, when 
sales dropped more than $50 million from 1937 
to 1938, there was an almost equal drop in cost. 
Similarly when sales dipped after World War 
Il in 1946, 1949, and 1954, there were corre- 
spondingly lower costs—in 1949, in fact, the 
decrease in costs was greater than the decrease 
in sales. This remarkable correspondence is 
indicated by Chart 1. 

In addition, the company’s annual steel ingot 
capacity rose more steeply than that of the in- 
dustry, as is shown in Chart 2, which depicts 
capacity as a percentage of the industry capac- 
ity. The rise from less than 2.9 per cent in 1935 
to almost 4.7 per cent in 1940 was particularly 
steep, and thus capacity added during a low- 
cost period could be taken full advantage of 
in World War II. The war itself led to a decline 
in percentage of industry capacity because the 
war restrictions were based on the 1935-39 
average, which in National’s case was 3.74 
per cent. 

Chart 3 shows the extraordinary control 
which “E. T.” had during the 27 years of his 
chief executiveship at National. This is clearly 
evident from the principal strategic indicators 
of his company’s development shown in Chart 
3.Looking downward, major lines show the 
development of net sales; cumulated expendi- 
ture for new plant and equipment; annual in- 


got capacity; number of employees (index 


trend figures); expenditure for plant and 
equipment; gross fixed assets; and total assets. 
(A relates to Scale A; B to Scale B, etc.). 
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Now while there are some breaks in the up- 
ward trend of the lines, on the whole there is 
a remarkable upward consistency, even in the 
darkest years, in an industry subject to con- 
siderable fluctuations. 


YOUNG MAN WITH A PLAN 


Basic in Weir’s career were a lifetime plan 
and the goal of freedom of action, economic 
as well as political, social as well as personal. 
He never forgot his own experience of depend- 
ency. He never forgot the dependence of his 
father, a livery stablekeeper, on the whims 
of the wealthy who hired the horses. After his 
father’s death, his mother and younger brother 
were dependent on his own meager earnings, 
which meant that he himself was dependent on 
his superiors. From his fear of dependency 
arose a desire for an integrated operation that 
would not remain in business “only at the 
sufferance of someone else.” 

(Weir’s opposition to unions seems to have 
stemmed from the same cause, more so than 
from the simple fear that unionization would 
cost him money. He gained no profit advantage 
from forcing the industry to raise wages more 
than it had planned on doing in 1941. Nothing 
would have been easier for him than to wait 
for the rest of the industry to settle and then 
meet the same terms.) 

Weir was born in 1875, and began his busi- 
ness career in 1890 when his father died and 
he had to go to work to help support his mother 
and his younger brother. He started as an office 
boy at $3 a week and worked 10 to 14 hours a 
day to make that much. According to his own 
account, the family was so poor at this time 
that once he was almost unable to get to work 
because he lacked a penny for the toll bridge 
he had to cross on the way. (As he was later 
to talk bankers into lending him money for his 
business ventures, he talked the tollkeeper into 
lending it to him.) 

Weir remained with his first employer, the 
Braddock Wire Company, only two years. 








14 CALIFORNIA MANAGEMENT REVIEW 































































































































































































CHART 1 
NATIONAL STEEL CorPORATION Costs oF Propucts Sotp anp Net SAEs, 1931-1956 
56 
500 e 
Tae 
Wake 
g 9 © 
$2 
2. |/|9 
4 
4 
4 
4 
400 
x 50 
54 1 |®@ 
eo) 
4 
y 
_ r 
2 48" 
| fe) 
) 497’ 
ral ye 
5 300 + 
” Ps 
S p 
| 7 
5 47 |’ 
3° 
al 
ro} 
” , 
y 457-7 
° Ow 
2 44| 
© 200 t e443 
« 46 6) - 
a 
u rs 
°o \ i 
i ood 742 
o ; 
° 4) 48 
rs) KC 
40 .| 
37 
30¢hs 
100 36% 
= 
i 
34 8 
3 ~ 
252 
32 
fe) 100 200 300 400 500 600 700 


NET SALES (MILLIONS OF DOLLARS) 


When he was 17 he moved to a clerical job 
with the Oliver Wire Company and managed 
to progress rapidly, acquiring considerable ex- 
periences in several departments of the busi- 


ness during the seven years he remained there. 


In 1898, he left for the Monongahela Tin Plate 


Company, which was sold shortly after to the 
American Tin Plate Company. By the time he 
was 25, he was an assistant manager. In this 
position hls new superior was James R. Phil: 
lips, who, though he was a little older than 
Weir, became his friend and later his partner. 
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CHART 2 


NATIONAL STEEL CORPORATION SHARE OF TOTAL INDUSTRY INGOT AND STEEL CastTincs CAPACITY 
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In 1901 the United States Steel Corporation 
took over the American Tin Plate Company, 
but even in the disruption that generally at- 
tends such an event, Weir managed to land 
on his feet. In that same year he was placed in 
charge of the original Monongahela mill on 
the South side of Pittsburgh; and in 1903 
he became manager of American’s Monessen 
plant, largest in the Pittsburgh district. 

The employee period of his life Weir re- 
garded merely as a preparation. In preparation 
for his future career, he systematically acquired 
the necessary experience by studying various 
phases of the steel business and identifying the 
steps by which he would progress. He learned 
all he could about steel-making technology, 
established important connections, and made 
himself known as a young man of high promise. 

Also, he checked regularly on the progress 
of his plans. Even as a boy of 15 at Braddock 
he had figured out that his company was mak- 
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ing enough wire each year to stretch a line to 
the moon—about 239,000 miles. He doubted 
there was need in the world for that much wire 
and told his mother, “I guess I’d better look 
for another job. There’s no future in this one.” 
But his mother could not afford to lose his 
weekly income and persuaded him to stay. 
Ownership and independence were his ulti- 
mate goals, and in this he was entirely in con- 
formity with the ideals of his time. Thus Wil- 


liam Miller writes: 


In that era young men, whether professionally 
trained or not, who had no prospect of inheriting a 
business and yet clung to salary jobs merited as 
little regard in the business community as spinsters 
of the same age did at home. Roles of a sort, of 
course, were prescribed for both spinsters and em- 
ployees, but for the latter at least, these were likely 
still to be such as cramp the spirit and cloud over 
the blue sky of aspiration.’ 


*“The Business Elite in Business Bureaucracies” in 
Men in Business: Essays in the History of Entre- 
preneurship, edited by William Miller, (Cambridge, 
Mass: Harvard University Press, 1952). 
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It was in the methods he used to achieve these 
goals that Weir differed from the majority. The 
industry was concentrated in Pittsburgh; Weir 
moved away from it. During the thirties, when 
the industry was holding up prices and operat- 
ing at 17 per cent of capacity, Weir cut his 
prices and kept up volume. He adopted new 
processes before the rest of the industry con- 
sidered them feasible, and at a time when large 
companies were hardening into bureaucracies, 
he allowed his managers an unprecedented de- 
gree of freedom. 

Both Weir and his boss at U. S. Steel, Phil- 
lips, felt they could have no real future in so 
large an organization and constantly discussed 
establishing their own company, even though 
neither one of them had been able to save much 
money as yet. “We felt we would do much bet- 
ter in a business in which we would have a sub- 
stantial share of ownership.” But with the 
trusts gobbling up as much control as possible, 
it was not until 1905 that Weir and Phillips 
heard of a small tin plate mill in Clarksburg, 
West Virginia, that could be bought at a com- 
paratively low price, especially since its plant 
was poorly designed, had inefficient machinery 
and, as Weir described it, was “horribly 
congested.” 

That they themselves had not a tenth of the 
money needed did not bother them. Phillips 
was able to get one bank loan and Weir went 
to the Farmer’s Bank and talked the president 
into lending him $10,000 without any collat- 
eral, the stipulation being that his father-in- 
law, who had no collateral either, co-sign the 
note. Because of their reputations as up-and- 
coming young men, Weir and Phillips were 
also able to convince others, including the head 
of the Bank of Pittsburgh, the president of the 
Fidelity Trust Company and ten prominent 
Pittsburghers, each of whom had built his own 
business, that it would be profitable to put up 
money for the new firm. 

The company had 250 employees and was 
capitalized at $250,000, $190,000 of which 





went for the purchase of the plant. Phillips, 
who became president, died shortly afterwards 
in a railroad accident near Harrisburg, and the 
investing group elected Weir to fill the vacant 
position. 

Though the company made money almost 
from the start, its position was insecure for a 
long time. Since it was too small to issue bonds 
or sell common stock, each step toward expan. 
sion was marked by a new bank loan. 

As Weir put it: “We could have continued 
on a comfortable basis if we had been content 
with small operations and small profits. But 
that was never our idea. From our start, it was 
our intention to build a successful big com. 
pany ... Our backs were against the wall many 
times in those early days. We operated on a 
shoestring budget. Too many mistakes, one big 
mistake, or even some accident beyond our con- 
trol could have broken us.” 

Early in his career at Clarksburg, one event 
beyond his control nearly did break him. Weir 
solved the problem in the characteristically 
original and slightly ruthless manner that be- 
fitted a classical entrepreneur. 

Weir had constructed a dam in the West 
Fork River near the plant; and under ordinary 
circumstances it would have insured an ade- 
quate water supply for the plant processes. But 
in the summer and fall of 1908, an unprece- 
dented drought hit West Virginia. No rain fell 
for months, and the water behind the dam sank 
dangerously low. The company used the same 
pickling solutions so many times that the pack- 
ing on the pumps had to be replaced every day 
because it was eaten away by the acid. Weir 
got portable pumping equipment and started 
pumping out pools left upstream by the dry- 
ing river, but as the drought dragged on, this 
source became more and more inadequate. 

Finally, Weir cast his eyes on a reservoir 
commonly supposed to be owned by a nearby 
chemical company. Though it was pretty much 
of a forlorn hope, he took the trouble to investi- 
gate the title. He discovered that the chemical 
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company actually owned only half of the reser- 
voir. The other half belonged to a local farmer 
who was perfectly willing to sell. Weir bought 
the half interest and started pumping that night. 
Next morning he got a call from the presi- 
dent of the chemical company in Cleveland. 
Employees had hastily notified headquarters 
when they arrived on the scene in the morning. 
“T’m just pumping out my half of the water,” 
Weir said innocently. “I bought it yesterday. 
By the time you can get here, I'll have my half.” 
The chemical company president called his 
attorney, John W. Davis, later Democratic can- 
didate for the Presidency, whose birthplace was 
Clarksburg. Davis agreed that Weir was en- 
titled to his half of the water, but suggested 
that cooperation in finding other sources might 
be more profitable than fighting over the divi- 
sion of the scarcity. Weir was willing enough to 
settle on this basis, and the two companies 
joined forces to prospect for supplies. By sur- 
veying the country for miles around, they 
found enough pools to carry them through un- 
til the drought finally broke early in December. 
Meanwhile, in the sales field, Weir was buck- 
ing U. S. Steel. Instead of trying to beat the 
giant corporation on its own terms, he sought 
gaps in its sales efforts. He used a different 
price and discount policy and stressed personal 
attention to customers, providing a good deal 
of it himself. Gradually he acquired a number 
of small customers and became their personal 
friend. Later on, a strike at U. S. Steel’s com- 
petitive tinplate mills helped him to gain a 
larger foothold. From then on Weir took a 
leading role in selling, either personal or inspi- 
rational, following the Carnegie maxim: “Give 
me a market and I give you a mill.” 


EXPANSION AND INTEGRATION 


The first large expansion movement was 
planned as a means of protecting the independ- 
ence of the company. Weir bought his sheet 
bar semi-finished steel from the U. S. Steel 
Corporation as did almost all the other inde- 
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pendent tinplate producers. But this principal 
supplier was also a competitor in the sale of 
tinplate, and he knew that the corporation had 


the power to put him out of business. So he ’ 


went to Judge Gary, head of the Corporation 
and told him: “You can break me. You can 
close me out if you cut the price of plate and 
keep the price of sheet up or if you decide not 
to sell me sheet bar. I must know where | 
stand.” 

Judge Gary admitted that what Weir said 
was true. But as of that moment, he said, the 
Corporation had no idea of doing any of the 


things Weir had mentioned. Then he added: | 


“I cannot give you any guarantee against it, 
As I say, young man, we haven’t any such 


moves in mind now. But who knows about the | 


future?” 

Weir did not choose to remain in business 
“only by the sufferance of someone else,” even 
though the worst never happened. (In the end, 
U. S. Steel tried to “join” rather than “fight” 
Weir and offered him the presidency and an 
annual salary of $1 million, which he refused), 
To assure himself a supply of sheet, he had to 
be his own supplier “have a ‘Little Steel’ fash- 


ioned after ‘Big Steel,’ where you provided | 


everything for yourself. For this reason we 
had to have an integrated steel operation from 
the very beginning.” 

So Weir borrowed another $300,000 and, 


after careful consideration of alternatives, pur- | 


chased 105 acres of apple orchard and wheat: 
fields at Crawford Crossing, West Virginia, and 
called it Weirton. 

The choice of the new location, away from 
the obvious spot, Pittsburgh, is an example of 
Weir’s unorthodox approach, In Pittsburgh he 
would not have had to build up an entirely new 
community from scratch and there would have 
been certain “external economies”—suppliers 
and legal, financial, and accounting services 
would have been readily available. 


Weir did not choose the conventional way 


because “we had something else important in 
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mind besides building an integrated plant. We 
knew that our location would become the main 
location for our company. We were convinced 
that the principles and process on which we 
operated our business would make a basis of 
peace and harmony possible if we could estab- 
lish our own environment. Naturally we could 
not do that in an existing industrial center. In 
such a center we would have to share the exist- 
ing environment, including the attitudes, prej- 
udices, and antagonisms that had built up dur- 
ing its entire previous history. 

“In order to get harmony and goodwill we 
were entirely willing to undertake the double 
burden of building a new community at the 
same time as we were building our new plant 
and to undergo the growing pains that such 
a venture involved. And that is why Weirton 
did not come into being through accident . . . 
it was deliberately selected and consciously 
planned as the location for both a steel plant 
and a cornmunity.”” 

In selecting this spot, Weir, who had no 
formal training in economics, could not have 
followed the dictates of the complex economic 
theory of location more closely if he had 
worked with a textbook in his hand. The site 
was close to coal resources, and the coal could 
be transported by river. Ore would also be 
transported cheaply, by water to the lower 
Great Lakes ports and then by rail trans-ship- 
ment. Heavy finished products could be de- 
livered to customers along water routes at a 
relatively low cost as well as by rail. A “wind- 
fall revenue” could be obtained from some cus- 
tomers in the immediate vicinity of Weirton 
since, under the old basing-point system, they 
paid Pittsburgh prices plus the freight rate to 
Weirton, though this was counterbalanced to 
some extent by freight cost to customers east 
of Pittsburgh. The new site was also advanta- 
geously near markets—half the population of 
the United States was within a 500-mile radius. 


*“Some aspects of Our Personal History,” speech 
given on February 24, 1955. 
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There was adequate water supply; the plant 
location was free from the floods that threat- 
ened so many other sites; and, above all, there 
was plenty of room for expansion. 

Weir built the first tinplate plant at the lower 
line of the valley but close to the hills. If it had 
been his intention to build a finishing plant 
alone, this move would have been uneconomi- 
cal. It was logical only in terms of a fully inte- 
grated steel plant. 

The first plant, costing about a million dol- 
lars and necessitating further loans, was in 
operation before the end of 1909 and consisted 
of ten mills. Another ten mills were added in 
1910, twelve more in 1911 (through the pur- 
chase of the Pope Tin Plate Company of Steu- 
benville, Ohio), four more in 1914, two in 
1915. In a few years the company had fifty 
mills: twenty-six at Weirton, twelve at Steuben- 
ville and twelve at Clarksburg. It was the larg- 
est producer of tinplate in the country outside 
of U. S. Steel. The process of integration was 
furthered by World War I, which provided an 
opportunity to set up steel mills and blast fur- 
naces, and in 1920 an up-to-date steel plant was 
completed. Prior to and during this time Weir 
purchased iron ore properties in the Great 
Lakes region and acquired coal lands in Penn- 
sylvania and West Virginia. Weirton Steel then 
had more than 5,000 workers and sales of more 
than $50 million annually. The growth of the 
company proceeded with remarkable steadiness 
over its first 20 years. 

A real community to support and benefit 
the commercial venture was planned at the time 
Weirton property was purchased. Weir said 
many years later: “As we were walking over 
the vacant fields and looking over the land, if 
someone then could have opened a door to the 
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future and made us see the panorama of mills, 
houses, churches, schools, stores and every- 
thing else that goes to make up the Weirton 
of today, naturally we would have been highly 
pleased—but I cannot say honestly that we 
would have been greatly surprised. Because 
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when we came here, it was already a settled 
matter that we would build a completely inte- 
grated steel plant and the community to sup- 
port it.” 

The original community, called “The Cove,” 
consisted of a few houses. Today Weirton has 
a population of 30,000, an area of 18 square 
miles, and 6,400 houses. The physical equip- 
ment of the city compares in quality and quan- 
tity with the best in the country. 

Weir organized the town, as well as the com- 
pany, according to his own ideas; much of the 
actual plan was conceived and carried out by 
Thomas Millsop, Weir’s protegé and then presi- 
dent of Weirton Steel. There are only a few 
city employees; and the cost of running the 
city is said to be lower per head than that of 
any other city in the United States, and real 
estate taxes per head are among the lowest. 
Most services are contracted for on the basis 
of bids. All expenses—including postage—are 
published, so that the administration of all city 
affairs is indeed a “public” affair. Each house- 
holder undertook to pay for paving his part of 
the street and constructing part of sewers, and 
the city-notes financing the payments were 
largely paid off on presentation. Ninety-five per 
cent of Weirton’s employed population own 
their own homes. 

Some of the community’s feelings may be in- 
dicated by the fact that the man who succeeded 
Weir as president of the company, Thomas E. 
Millsop, was elected and reelected mayor, 
though the town is heavily Democratic in 
national elections and he is a Republican. 

By 1929 Weirton Steel was almost 25 years 
old, an established company and an extremely 
profitable one. And it was still closely held in 
undisputed control by those who founded it. 

But it had one vulnerable point. Though 
Weir had acquired coal and ore holdings 
before Weirton was ten years old, the company 
was far from self-sufficient in raw material. 
Fifty per cent of the Superior ore reserves, 
which at that time supplied four-fifths of the 


CALIFORNIA MANAGEMENT REVIEW 


steel industry, were owned by U. S. Steel, and 
other large steel producers had bought up 
most of the remainder. 


One of the few remaining independents was ’ 


the M. A. Hanna Company, which possessed 
large reserves of ore, mostly in the Mesabj 
range. Under the competent direction of George 
M. Humphrey, later U. S. Secretary of the 
Treasury, who had helped to reorganize it in 
1922, Hanna operated as an independent sell. 
ing to independents, of whom Weir was one, 
But there was a possibility that Weir might 
lose this source. Cyrus Eaton was then at. 


tempting to put together the country’s second | 


largest steel company, and it was not improb-. 
able that he, or someone else with the same 
idea, might come to dominate Weir’s major 
independent source of supply. Weir decided 
that his investment would be better protected 
if he were “Mr. Humphrey’s partner rather 
than Mr. Humphrey’s customer.” Humphrey, 
sensing the difficult years ahead, preferred 
assured markets to the insecurity of inde 
pendence. 

Weir was also anxious to expand his steel 
production facilities. Dependence on a single 


product (tinplate) seemed too dangerous. And 


he foresaw that the great markets of the future 
would be the Middle West in general and the 
automobile industry in particular. So he di- 
rected his attention to the Great Lakes Steel 
Corporation, at Ecorse, a suburb of Detroit. 
Great Lakes Steel was itself something of a 
maverick in the industry. At that time the steel 
industry had an inhibition about construction 
in the Detroit area. To open a plant there was 


something that “just wasn’t done.” The com: — 


pany was the brain-child of George R. Fink, 
who had sold sheet steel to the automobile in- 
dustry and had good connections with it. 
Though a large steel company was said to have 
offered him a good position if he would desist 
from opening a plant near the big auto com- 


panies, he went ahead on a small scale. Then 


by 1929 he had done so well that he decided 





to & 
Rive 
to ra 
tal a 
still 
migl 
large 
dive! 
plete 
and | 
of 


save 


befo 
the 
brea 
the 1 
the ! 
chie! 
Fink 
pres 
25 pi 
Boat 
The 

mers 
affili 
Detr 


but 

brait 
Hur 
pany 
asso 
the | 
Secr 
the « 
One 
trib 
vest 
men! 
with 
Pitts 
the | 


cons 





and 
up 


was 
ssed 
sabi 
orge 
the 
it in | 
sell. 
1e. 
right 
1 at- 
cond 
rob. 
same 
1ajor 
cided 
ected 
ather | 
hrey, 
erred 


inde- 


- steel 
single 
. And 
future 
id the 
ne di- 
- Steel 
‘oit. 
g ofa 
e steel 
uction 
re was 
> com: 
Fink, 
vile in- 
ith it. 
‘o have 
| desist 
0 com: 
. Then 
lecided 


to expand, and selected a site on the Detroit 
River for a larger plant. Although he was able 
to raise $20 million, he needed more new capi- 
tal and this he could get from Weirton while 
still preserving the company’s identity, which 
might have been lost had he merged it with a 
larger concern. In becoming a part of the more 
diversified enterprise, he became less com- 
pletely dependent on the automobile industry, 
and the ore resources and nearby blast furnaces 
of M. A. Hanna assured him of supplies and 
saved further heavy investments. 

Agreement on the merger was reached just 
before the stock market crash in 1929, and 
the accord was formerly ratified just after the 
break. Weir got a 50 per cent interest in 
the newly formed company, which was named 
the National Steel Corporation, and became its 
chief executive and chairman of the board. 
Fink got a 25 per cent interest and became 
president, and Humphrey got the remaining 
25 per cent and became a member of National’s 
Board and chairman of its executive committee. 
The M. A. Hanna Co. did not itself go into the 
merger. Instead, it maintained its identity as an 
afhliated company and contributed the ore, the 
Detroit blast furnaces, and the freighters. 

Weir brought in not only Humphrey’s assets, 
but also one of the country’s best business 
brains. As chairman of its executive committee, 
Humphrey took a prominent part in the Com- 
pany’s affairs from the very beginning of his 
association with it. He became Chairman of 
the Board in 1957 after leaving his post as 
Secretary of the Treasury in order to smooth 
the changes caused by Weir’s death that year. 
One of Humphrey’s important planning con- 
tributions was his exploration of related in- 
vestments and discovery of aggressive manage- 
ments which he very successfully combined 
with M. A. Hanna’s investments, such as the 
Pittsburgh Consolidated Coal Company and 
the Iron Ore Company of Canada. 

There was no new equity financing in the 
consolidation, no “water,” and no promoter’s 
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profits. Weir asked banks for a promissory 
note of $40 million (“it was like asking for the 
National Debt at that time”) and got it with 
no collateral other than his promise to repay 
and to issue bonds later as conditions might 
warrant. 


INGREDIENTS OF SUCCESS 


Born at the outset of the Great Depression, 
National Steel might have been expected to 
collapse almost immediately; from Hanna, 
Weir got no advantages competitors did not 
already have, and Great Lakes was handi- 
capped by the worst automobile depression in 
the history of the industry. Instead, National 
Steel produced at 62 per cent of capacity while 
competitors were down to 25 per cent and 
below. In 1932 Weir made a profit while the 
rest of the industry was losing money. In 1933 
he made a greater profit than all the rest of 
the industry. How was this possible? 

1. National Steel’s finishing capacity was 
considerably in excess of its furnace capacity. 
Hence it could adapt production to falling 
demand by the inexpensive method of shutting 
down a strip mill rather than by the costly 
process of shutting down a blast furnace. 

2. Great Lakes Steel could supply large 
quantities of steel at low selling and transpor- 
tation expense; even small quantities could be 
sold at a profit and supplied in a hurry. “This 
‘grocery store’ business did not make anyone 
rich but it kept Fink from becoming poor.” 

3. The world had to continue to eat, and 
much of the food it needed had to be conserved 
in tin. 

4. Finally, the techniques of production were 
highly efficient and, though it was unostenta- 
tious and largely unpublicized, National’s man- 
agement was one of the most competent in 
America. 

Technical innovations included the four- 
high continuous mill—Weir acquired the pat- 
ents and built the mills in 1927 before anyone 
else in the steel industry had introduced the 
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process, though he had to borrow $7 million 
to finance the construction. This converted a 
job that had taken a whole day into a three- 
minute operation. He was also one of the pio- 
neers in another revolutionary technical ad- 
vance, the electrolytic tinning of steel, building 
an experimental line in 1938 and going into 
production in March-May 1943. In World 
War II his second-in-command, Thomas Mill- 
sop, undertook to roll brass on large steel 
equipment—a feat never before attempted and 
for technical reasons considered impossible. 
In a month’s time, Weirton became the coun- 
try’s largest producer of rolled brass and was 
responsible for breaking a procurement bottle- 
neck. Later the company devised metho 's of 
rolling magnesium sheets. In the production of 
an essential atomic bomb material, Weirton 
solved problems that producers in other fields 
had refused even to tackle. 

In the field of organization, Weir built a 
logical structure from the very first, observ- 
ing—though he had never heard of them— 
some of the classical rules of organization: 
short spans of control, unity of command, and 
authority commensurate with responsibility. 

Though he was never much concerned with 
organization charts and manuals, and in fact 
operated for a long time without even a chart, 
he early laid out the broad outlines of the 
principal jobs, dividing the work logically so 
that the profitability of the various functions 
could be gauged. 

At the very first, he did transgress the rule 
that authority should be delegated along with 
responsibility, but because—unlike many busi- 
ness geniuses—he permitted subordinates to 
disagree with him, he corrected this fault at the 
instance of one of the salesmen he hired when 
he found that he could no longer handle both 
the sales function and the job of chief execu- 
tive. 

Moreover, he introduced some ideas that 


organization planners in other companies 





began to approach cautiously only in very 
recent times; for example, he delegated both 
responsibility and authority as far down the 
line as possible with control exercised through 
profit and loss statements rather than through 
rules regarding set ways of doing things. 

From an engineering viewpoint, the indi. 
vidual mill was of optimum size for manage. 
ment; similarly the optimum unit in marketing 
was a group oi customers for certain specialties 
or a particular territory. In each case, the 
“middle manager,” who was managing a unit 
just about large enough for one man to com- 
prehend all the details, was charged with the 
basic decision-making and stood or fell on 
results. 

Weir went much further in this than do 
many companies that believe they have “de. 
centralized decision-making” today. A superin- 
tendent of a nearby company once commented: 
“T have never been able to understand why we 
do not have financial authority commensurate 
with responsibility. | have friends at a com- 
petitive company (Weirton) and I know that 
when they write a good order, they get what 
they need. They don’t have to sit around writ- 
ing justifications and explain why they need 
it to everybody. They are responsible people 
holding responsible jobs and they know it is 
up to them to make a good showing cost-wise, 
and everybody knows that they don’t order 
things unless they are absolutely needed. But 
when they say they want it, they get it im- 
mediately. A general superintendent (in our 
company) can make a mistake that will cost 
the company half a million dollars, yet he can- 
not authorize the purchase of a $5,000 tractor.” 

And middle management did not hesitate to 
insist on its prerogatives. One new higher- 
echelon executive who persisted in checking too 
closely on a lesser member of the management 
team was frankly told: “This is not the way 
we do things here. I am not a flunky. If you 
want to know how I’m doing, take a look at the 
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profit and loss statement.” The underling not 
only got away with it but also won his point 
and was free from further interference. 

Weir’s strong belief in maximum freedom 
of operation for all managers, including fore- 
men, is one explanation for his stubborn re- 
fusal to recognize international unions. He 
thereby avoided their severe restrictions on 
work assignment and change of assignments 
and so increased his supervisors’ powers to 
meet company goals. 

Moreover, Weir did not allow the staff men 
to proliferate as they have often done in other 
companies. Headquarters staff was kept small, 
and staff work was supplied where it was most 
needed, in the field helping with day-to-day 
problems. Staff men were flexible and could be 
easily and quickly shifted to new assignments. 
Central activities were confined to financing, 
purchasing, and coordinated control. 

Since Weir delegated so much real authority, 
he had time to keep up personal contacts with 
his executives and through his own leadership 
imbue them with the company policies that had 
meant success: first-class personal service to 
all customers, punctuality (telegrams, even 
from overseas, were answered within a halif- 
hour of receipt and the answers were equivalent 
to contracts), acceptable or more than accept- 
able prices, etc. 

Putting together the resources of Hanna, 
Great Lakes, and Weirton was perhaps the 
most important of his organization feats. It 
fitted perfectly into the natural tendencies and 
development of the steel industry. 

Weir thought little of formal management 
training and appraisal forms. The very real 
delegation of authority and responsibility, com- 
bined with the full exercise of accountability, 
he believed, provides enough training and 
affords the logical means of appraisal through 
results. 

In this, and in his view that the top manager 
needs considerable knowledge of all the techni- 
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cal specialties (a training he systematically ac- 
quired in his employee days), Weir may ap- 
pear to have been lagging behind the times. 
Actually, he may have been ahead of them. The 
view that management is a “skill in itself” 
which exists independently of technological 
knowledge may have been somewhat overdone 
in recent years. Perhaps it has led to overde- 
pendence on certain types of staffs and conse- 
quently to growth in overhead. Undoubtedly, 
technical skill—in metallurgy, or sales for ex- 
ample—may exist without the ability to plan 
and coordinate that is the essence of the man- 
agement job. But the man who plans and co- 
ordinates, no matter how logically, is at a 
distinct disadvantage if he has no real knowl- 
edge of the things he is planning and coordi- 
nating. 

Weir knew production, he knew financing, 
and he knew sales and sales problems; in fact, 
he continued personal selling to some extent 
almost to the end of his life. 

Since Weir was a substantial stockholder 
himself, he placed prime emphasis on the best 
use of his and other stockholders’ investment. 
The principal method of control was through a 
profit and loss system for the main organiza- 
tion units (Weirton, Great Lakes, etc.) and 
through regular examination of controllable 
sales costs for the units that were not so large. 
Much of the detailed control was exercised by 
the small “management company,” which oc- 
cupied only half a floor in Pittsburgh’s Grant 
building and contained few but extremely able 
minds in general management, law and finance. 
Finally, banks played an important part in his 
controls. Weir was continuously in debt and 
as soon as one loan was paid off, he entered 
upon an even larger one: “We've always been 
in debt and I hope we always will be. It keeps 
us working harder.” Surplus was kept in in- 
ventories and fixed assets. “A big cash balance 
is a terrible thing. It encourages the idea that 
the company is rich.” 








24 CALIFORNIA MANAGEMENT REVIEW 


It must be noted also that there were im- 
portant elements of luck in Weir’s success. He 
got into the tinplate business (where food can- 
ning made for a stable or rising cemand) more 
or less by accident. He was raised to the presi- 
dency of his new company by the premature 
death of Phillips. And he was enabled to gather 
in new customers by a strike against his com- 
petitors in tinplate. Later, his company grew 
with the rising demand for steel from the auto- 
mobile companies. 

But subtracting these nonrepetitive factors, 
the other ingredients of Weir’s success may be 


instructive. 


PERSONAL QUALIFICATIONS 
FOR SUCCESS 


The achievement of Weir’s plan was, of 
course, a highly complex affair, and an outside 
analyst can, at best, trace only some of the 
elements. 

First among the elements were his own per- 
sonal qualifications, consisting partly of traits 
often characteristic of other great founders and 
organizers, but to some extent underplayed in 
the selection and development of higher execu- 
tives today. 
© Weir had a highly logical mind. He clearly 
recognized the basic and essential aspects in the 
business situations that confronted him and 
organized to meet them. His selection of the 
site at Clarksburg and the fitting together of 
the logical combination of National Steel were 
two examples. Another was his successful move 
in keeping up volume by cutting prices during 
the Great Depression. 
® Weir had an innovating disposition and the 
ability to face risk. He was an innovator in all 
phases of the business, not only in technical ad- 
vances but in the location of his plant away 
from the steel centers, and in building his own 
community from scratch. He never “played it 
safe” by waiting to see what the rest of the 
industry would do. Instead, he obtained new 
bank loans and went ahead. 


® He had an absolute will to succeed, and few 
and uncomplicated goals. He sought only busi. 
ness success in the 19th-century tradition ip 
which he grew up and complete independence, 
* Weir possessed great technical knowledge, 
In his employee period, he systematically ac. 
quired knowledge of as many phases of the 
business as possible, including the technical 
advances. For this reason he was on surer 
ground in introducing his innovations than he 
would have been if he had had to depend en. 
tirely on the advice of others, however com. 
petent. 

® Weir's physical energy was prodigious. In 
his younger days he could work around the 
clock for several days together, or drive him. 
self steadily for months at a time. Even in his 
old age he would sometimes have appointments 
all day in one city, fly home, and then have a 
long dinner conference on an urgent issue. 

® His words and deeds were consistent with 
each other. Although Weir possessed in great 
measure the ability to make friends and deal 
diplomatically with others (when he thought 
it necessary) and to impress others (notably 
hard-headed bankers) with his own compe- 
tence,—he was not “cooperative” in the usual 
business sense today—that is, he was not a 
compromiser willing to water down his views 
to make them more acceptable, to impress 
others, or to avoid offending. 


One strange quirk in Weir’s nature was an 


extraordinary devotion to the book, David — 


Copperfield. He once said he had read it a 
hundred times and would continue to re-read 
it. He kept a copy at each of his five homes, 
and a supply to give away. Did he see in Cop- 


perfield’s early hardships a parallel with his : 


own early life? Was he warned by the example 
of Micawber against shiftlessness? Or was 
there a streak of 19th-century sentimentality in 
him that was warmed by Dickens’ occasional 
mawkishness? Or did Dickens provide him 


with an escape from the everyday material 
world? 
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It is impossible to say. But this strange love 
for a single book seems to be one way in which 


he differed from the classic type of entre- 
preneur—the single-minded innovator and 
risk taker, who concentrates almost entirely on 
business. His other choices of reading matter 
were very wide. He preferred the lasting to the 
ephemeral: books on world affairs, biographies 
and history, though he also read detective 
stories. He read extremely fast and had an 
extraordinarily retentive memory. 


MECHANICS OF SUCCESS 


The methods Weir utilized in achieving his 
success may be summed up under a few head- 
ings: 
¢ A lifetime plan. Once Weir decided to quit 
United States Steel, he clearly established the 
goal of building one of the largest integrated 
steel companies in the country. The Clarksburg 
tinplate mill was a stopgap to contribute the 
necessary funds. He deliberately planned the 
location of Weirton to make possible an inte- 
grated company. 

In making, disseminating, and checking on 
his plans, Weir did not use forms, charts, high- 
powered machines and pyrotechnical presenta- 
tions so dear to the organization man. He 
focused his mind on the basic questions sepa- 
rating the primary from the secondary, or 
“details,” as he put it. He would draw on his 
experience and memory, his travels and per- 
sonal visits and interviews, and use one or at 
most a few outstanding fact finders. In this way 
he would assemble something like 85 per cent 
of the facts obtainable and apply his penetrat- 
ing analysis to the essentials, conceive the plan, 
tell his associates about it and follow it up 
himself. 

* Flexibility. Though Weir held tenaciously to 
his basic objective, he was unusually flexible 
in the ways in which he sought his ends. Con- 
sistency was not a trait he sought to display. 
He would change his policy violently if he 
could thereby serve the end, as when he 
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changed his pricing drastically at the outset 
of the Great Depression, and reverted from 
bulk selling to hand-to-mouth peddling during 
the great automobile slump. He also rapidly 
reversed his wage policies when economic con- 
ditions changed or when an increase became 
necessary to insure that no international union 
gained a foothold in his mills. 

His internal company organization was 
highly flexible. It was motivated by high 
rewards, emphasis on the survival of the fittest, 
and a degree of independence for subordinate 
managers ‘nusual in industry. He placed no 
emphasis on formal organization, or formal 
development of individuals. (The latter omis- 
sion may have been somewhat unwise since at 
one point the company hastily had to hire 
executives from other steel companies.) 
® Conformity in objectives, non-conformity in 
reaching them. Weir always accepted the basic 
values of the society in which he grew up. His 
main objective was frankly the accumulation 
of wealth, plus independence and freedom to 
maneuver. He was unorthodox only in his 
methods of reaching his goals, and that prob- 
ably because no orthodox ways were open to 
him. 

The fact that he was willing to act differently 
from competition was his chief strength. If 
everyone had cut prices when he did, there 
would hardly have been a larger volume for all. 
But because he was willing to run away from 
the crowd, he profited. Similarly, because no 
one else had thought to move steel mills away 
from Pittsburgh, he gained advantages of loca- 
tion. He utilized “the power of being a positive 
stinker,” by doing things that were distinctly 
“not done” in the industry. 
® Ruthless execution of plans. Weir’s long- 
range goal was broken down into annual rates 
of increase in what he considered to be the 
major measures of growth. Assets, investment 
in plant and equipment were to grow by more 
or less steady increments regardless of general 
steel contractions. And expenses for wages and 
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salaries and maintenance were not to get out of 
line. Through “responsibility accounting” he 
held each executive rigidly accountable for re- 
sults both quantitatively and qualitatively. He 
enforced a Draconian adherence to his plans, 
even in the depths of depression, on himself as 
well as on his associates. Financing through 
bank loans, he said, “keeps us working harder.” 
® Personal inspection and hard work. Though 
he allowed his executives more freedom than 
other top managers often do, he did not sepa- 
rate himself entirely from the details of the 
business. He kept in touch by frequent tele- 
phone calls and visits to the various locations. 
And to avoid corruption from success, Weir 
turned away by quoting Einstein: “The only 
way to escape personal corruption of praise is 
to go on working. One is tempted to stop and 
listen to it. The only thing is to turn away and 
go on working. Work. There is nothing else.” 
® An egalitarian top structure. Weir was deeply 
conscious of the need for a small oligarchy that 
could discuss all matters freely. He paid sal- 
aries equal to his to the top men, believing they 
made equal contributions to the company, and 
preferred to have a group of outstanding top 
men rather than the biddable nonentities many 
of the corporate founders surround themselves 
with. 

If much of Weir’s later non-conformity 
turned into rebellion, it may in fact be ex- 
plained by his clinging to the value structure 
and goals of his youth when those of his 
society, and increasingly those of many of his 
competitors, were changing. As Weir was fond 
of saying, “There was much that was good in 
the good old days.” It was this that brought 
Weir into conflict with the New Deal, and many 
of his business friends (e.g., U. S. Steel and 
later Ford, after the latter’s recognition of CIO 
unions and the grant of the union shop). Not 
even Walter Teagle, late president of Standard 
Oil Company of New Jersey was able to ease 
his continued disagreement with the labor 


boards of the Roosevelt administration (Hugh 
Johnson threatened to jail him and his inter. 
views with FDR were mostly cat and mouse 
games). 

When Weir had won his battles in a formal 
way, he became less negative regarding the 
changing value structure of his time and turned 
to what might be called constructive non-con. 
formity in the last part of his life. During 
World War II he fully cooperated in the 
American war effort, even to the extent of un. 
dertaking some seemingly impossible jobs— 
for example, the rolling of brass on large steel 
equipment. 


THE LATER YEARS 


After World War II Weir became convinced 
that complete refusal to accept the changing 
values of his society was fruitless and frus. 
trating. Consequently, he actively tried to help 
shape the values and to persuade others to do 
the same and to support their beliefs by politi- 
cal action. His basic belief in freedom of eco- 
nomic opportunity and freedom of action did 
not change appreciably. He still attempted to 
reduce the scope of governmental interven. 


tion. But here—unlike the large majority of ' 


businessmen—he attempted to strike at the 
heart of the government’s base for interven- 
tion: namely, what he considered to be the 


excessive amount of international tension and 


armament. If it could be reduced, then a greater | 


area of freedom for economic and political 
action would be assured. It was the negative 
action by governments all over the world that 
he tried to counter by being positive. 

Weir liked to quote Lord Attlee’s observa- 


tion on how to make progress on big, seemingly 


unresolvable issues: “When the logs are 
jammed in the river, one must begin by ex 
tricating one or two, in the hope that thereby 
the whole mess might move.” And beyond that 
Weir felt—again unlike many businessmen— 


that he and his confreres should participate in 
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politics to help legislate a type of government 
intervention which provides for opportunity 
or at least does not hinder it. 

Toward this end, he wrote annually several 
papers and speeches, reviving the art of pam- 
phleteering and carrying it to a high level of 
effectiveness. The Weir tracts were requested 
by hundreds of thousands of write-ins to the 
company, even though there was hardly any 
newspaper or other publicity. As involved in 
what he considered to be the big international 
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issues as he was in his own affairs, he attempted 
to be supremely rational in an irrational world. 
Writing with persuasiveness and forcefulness, 
he anticipated Ambassador Kennan and Sena- 
tor Fulbright by almost a decade in his pro- 
posals which were designed to halt rising mili- 
tary budgets and the abysmal decline of pro- 
fessional diplomacy, to promote rising living 
standards and the good life. To this Weir de- 
voted the last ten years of his life. It was the one 
issue he had not resolved at his death. 





The fundamental qualities for good execution of a plan are, first, naturally, in- 
telligence; then discernment and judgment, which enable one to recognize the 
best methods to attain it; then singleness of purpose; and, lastly, what is most 


essential of all, will—stubborn will. 


Marshal Foch 








WILLIAM E. HILL 


Planning for Profits: 





A Four-Stage Method 


A description of techniques of long-range planning for both 
large and small firms. 


This article is a report on some current prac- 
tices in long-range profit planning and on some 
of the benefits of charting a company’s future 
growth to 1963, and even to 1968 and 1978. Of 
course, the techniques of long-range profit 
planning are subject to still greater refinement 
for optimum effectiveness. Nonetheless, a num- 
ber of companies have successfully prepared 
and implemented long-range profit planning, 
and it is useful to describe their practices. 
The business readjustment of 1958 accel- 
erated an already growing use of long-range 
planning by American management. An out- 
growth of this increased emphasis on forward 
planning as a means of augmenting the growth 
rate of present sources of earnings is the search 
for new contributions to the size, growth, and 
stability of future corporate profits. 
Long-range planning is no fleeting interest 
of management; it is a major trend of the 
times, a trend underwritten by many new forces 
and developments. In a recent issue of Nation’s 
Business, it was stated, “Management authori- 
ties say more than 50 per cent of today’s busi- 
nesses have some kind of long-range planning. 
Five years ago the figure was scarcely 20 per 
cent.” 


Note the emphasis on “some kind of long- 


*“Plan Tomorrow’s Profits,” Nation’s Business, Au- 
gust, 1958, p. 29. 


range planning.” Not all companies yet have 
formal and comprehensive forward planning 
activities, but the number of programs is in. 
creasing. And their comprehensiveness is ex. 
panding to include all functions of a business, 
Major oil companies are among the leaders 
of the trend to more long-range planning. For } 
some time oil exploration and production have 
been planned ahead (because of the problem of 
insuring adequate crude oil supply), but oil 
companies now plan for all functions of the , 
business at least five years ahead. And, believe 


it or not, even certain management consulting 


firms (the exponents of planning) have their 
own long-range programs. The increasing costs 
of market and product development in elec. 
tronics and other technologically-new areas 
make long-range profit planning in these indus- 
tries particularly necessary. Very practical . 
results are being achieved today in five-to- 
twenty-year planning of electronics, instru- 
mentation, chemicals, paper, and other fields 
with heavy research and development and with 
high market development costs. 


FORCES UNDERLYING THE TREND 
TO LONG-RANGE PLANNING 


The opportunities provided by long-range 
planning are, of course, considerable. In addi- 
tion to these opportunities, however, are cer , 
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tain strong external pressures which al but 
force management to plan ahead. 

Four strong external pressures, in particular, 
affect the present source of earnings of many 
companies and thus encourage management to 
give increased attention to long-range plan- 
ning. And it might be added that these forces 
may be even more significant to companies 
searching for entirely new sources of corporate 
profits: 

1. Squeeze on profits. The return on net 
worth (stockholders’ investment) for all manu- 
facturing companies has been declining. Pretax 
return on investment has dropped from 27 per 
cent in 1947 to 21 per cent in 1957. Similarly, 
of 22 major manufacturing industry groups, 
only four showed an increase in pretax return 
on investment in the post-war period. The 
remaining 18 industries saw returns decline as 
much as 32 per cent. The squeeze has been es- 
sentially on profit on sales, not on capital turn- 
over (the ratio of sales to capital investment). 

2.Changing end-use markets. Numerous 
changes in the living habits and tastes of the 
consumer have necessitated major changes in 
marketing programs. The population’s shift to 
the suburbs has affected distribution systems. 
Increased labor costs have brought about the 
do-it-yourself trend, which in turn has created 
a large market for numerous new products. 
Other sociological changes have been the in- 
creased number of older people in our popu- 
lation, over-all population growth, and the 
shifting differences in income groups. Many 
other changes are taking place which will create 
new requirements that must be met by man- 
agement in the future. 

3. New technologies and product obsoles- 
cence. Research is playing an increasingly im- 
portant part in the development of new prod- 
ucts. Many of these products have come into 
being only after many years of research. To 
realize a desired product mix five or ten years 


hence, it is necessary to plan now the direction 
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research efforts should take. Planned re- 
search and development not only provides new 
product development but also keeps present 
products competitive through constant product 
improvement. 

4. Integration in industry and competitive 
structures. Integration and diversification are 
constantly changing the competitive picture. 
The vertical integration of manufacturing 
operations back toward raw material sources 
or forward into end-use products creates addi- 
tional competitive forces. Vertical integration 
in pharmaceuticals and chemicals is one form 
of change in historical structure. Certain 
phases of the petroleum industry underwent 
vertical integration many years ago. Currently, 
vertical integration is necessary for success in 
certain parts of the paper industry, such as 
corrugated shipping containers. 


In addition to these external pressures, 
which more or less force long-range planning 
for survival, are several significant advantages 
for the internal structure of the firm. Among 
them are the following: 

1. Stockholders. A sound forward plan out- 
lining directions of growth for increased profits 
strengthens management position with both 
present and new stockholders. Undesirable 
raiding of companies has been prevented in a 
number of cases by defining corporate plans 
to present stockholders. 

2. Directors. Management can use effective 
long-range planning in establishing criteria for 
directors (particularly outside directors) to 
review and evaluate the progress of operations 
in a long-term sense, thereby encouraging 
realistic judgment on the part of board mem- 
bers. 

3. Management. Specific goals can be listed 
and achieved for the future development of a 
company. These goals can be set up division- 
ally and for the total company. Both general 
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management and middle management will 
know what these objectives are and what per- 
formance is required of them. 

4. Personnel motivations. Because long- 
range planning stresses future development 
and growth, the existence of a practical cor- 
porate plan can contribute to greatly enhance 
morale among personnel at all levels of the 
company organization. Such a plan also helps 
to attract and hold capable management per- 
sonnel, assists in labor relations and in com- 
munity relations. 

These pressures and opportunities have led 
management to realize more and more the im- 
portance for long-range planning. Ralph J. 
Cordiner, Board Chairman of General Electric, 
has summed this up in the following statement: 


Very few substantial businesses today can expect 
to survive and grow without a dynamic plan for 
continuous innovation in products, processes, 
facilities, methods, organization, leadership and 
all other aspects of the business. These innova- 
tions require early major investment in projects 
which may not reach commerical maturity for 10 
years or longer. 


TYPES OF FORWARD PLANNING 


There are two distinct types of forward plan- 
ning. The first is divisional or product group 
planning and the second is total corporate plan- 
ning. An increasing number of companies are 
engaged in five-year planning of the first type, 
but relatively few make the distinction between 
the two types or recognize the importance of 
the more comprehensive corporate planning. 

Divisional planning is essentially an exten- 
sion of planned budgeting of the operations of 
present products, from one year to as many as 
five years ahead. It relies heavily on the de- 
velopment of the most accurate possible profit 
and sales forecasting of present product lines 
to which standard budget techniques can be 
applied. It includes planning of additions and 
eliminations of products, processes, market 


applications, etc., to present product lines. It 
* Ralph J. Cordiner, New Frontiers for Professional 
Managers (New York: McGraw Hill Book Company, 
1956), p. 87. 





also presumes an increasing development of 
marketing strategy that is end-use market 
focused and employs market analysis as the 
basis for the direction of product planning, 
merchandising, field sales operations, sales ad. 
ministration, service, etc. 

Thus, divisional planning can _ establish 
five-year requirements for operations of the 
divisions or product groups in the areas of 
marketing, organization, capital, R&D, facilj. 


ties, etc. Usually, five-year divisional plans are | 


revised annually. The Chain Belt Company js 
among those companies using divisional plan. 
ning. At this company, all the various elements 


of the divisional five-year plan are assembled | 
in a 15-page summary, which serves as a run. | 


ning guide to management. “Probably, the 


greatest value in this sort of approach,” says. 


Arthur J. Frank, the company’s planning man. 


ager, “is the discipline we put ourselves | 


through in conducting a formalized exercise 
like this.”* Management is in agreement that the 
“discipline” is for optimum profit generation, 

“The question of future organization re. 
quirements was dramatized in a rather interest. 
ing manner at the divisional managers’ review 
of our first formalized plan,” says L. B. Me. 
Knight, Executive Committee Chairman of 


Chain Belt. “Every division manager keenly | 


felt and expressed the future need for sales en- 
gineers, design engineers, supervisors, and 
other managerial personnel. ‘If this is where 


we're going,’ one of them said, ‘where are we 


going to get the men to sell and engineer and | 


manage all this?’ Then and there, we decided 
that the next spring Chain Belt would seek to 
hire the largest class of college graduates for the 


student training program that we had ever had. ' 


ba] 


When spring rolled around we did just that. 
In contrast to divisional planning, the sec: 


*“Forecasting to Assist In Formulation of Sound 
Long Range Plans,” speech given before the National 
Industrial Conference Board, New York City, Septem: 
ber, 1957. 

‘“Tong-Range Company Planning at Chain Belt,’ 
speech given before the National Industrial Conference 
Board, Dallas, March 1958. 
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ond type of forward profit planning embraces 
the entire corporation as a single entity. Total 
corporate planning is usually for five to ten 
years, but many companies are effectively plan- 
ning twenty years ahead. 

Total corporate profit planning is initiated 
for the purpose of “stabilized earnings at a 
higher level.” Such planning, therefore, re- 
quires that profit, sales, and capital objectives 
to give stockholders the best possible return on 
investment be formulated. If present products 
cannot meet these objectives, then new activi- 
ties or changes in present operations are in 
order. Thus, the extent to which additional or 
changed operations are necessary is defined. 

Development of the total corporate growth 
pattern is the second major planning require- 
ment. Practically every company can improve 
its position by taking advantage of opportuni- 
ties for growth which fully exploit its particu- 
lar strengths and resources and changes in its 
economic environment. Because of the sweep- 
ing changes taking place in almost every in- 
dustry, stronger emphasis must be placed on 
achieving and maintaining a stronger profit 
position than ever before. A corporate pattern 
of evolution along directions suited to a com- 
pany’s unique characteristics and to changes 
in the general economic structure is essential 
to its best profit position. 

Once the profit objectives and pattern of 
growth have been defined, planning of specific 
new products can be undertaken. This is the 
third requirement for total corporate planning. 

The fourth constituent of total corporate 
planning follows from the other three: program- 
ming for the major functions of the business. 
Such comprehensive planning can effectively 
determine new organization, capital, research 
and development, facilities, market develop- 
ment, and other requirements for the whole 
corporation. 

These concepts are being applied by for- 


ward-thinking managements of companies of 
all sizes. 
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STEPS IN PREPARING A 
LONG-RANGE PROGRAM 


Many companies subscribe to the advantages 
of long-range planning but find it difficult to 
plan well. The techniques of comprehensive 
long-range planning are relatively new, at least 
in practice. Although there are many new me- 
thodological techniques, the basic theory and 
framework for comprehensive long-range plan- 
ning was laid down by Henri Fayol a long time 
ago in his General and Industrial Management 
(London: Sir Isaac Pitman & Sons, Ltd., 1949), 
translated from the French, which first ap- 
peared in 1916. Every effort is being made by 
the management of some companies, by man- 
agement associations and schools, and by cer- 
tain management consulting firms to make 
these practices more widely known. It is for 
this purpose that these ideas are being pub- 
lished here. 

Table 1 outlines the four phases of preparing 
a long-range plan. The steps outlined in Table 1 
can be applied, with some modifications, to 
both divisional and corporate planning. It 
should be emphasized that the sequence of 
the four phases as outlined is important. Too 
many companies attempt to seek new products 
and to estimate capital or manpower require- 
ments (as in Phases III and IV), without first 
defining the specifications that are the result 
of Phase I—Profit Planning, and the result of 
Phase I1—Proprietary Directions for Corpo- 
rate Growth. 


Phase I—Determining Corporate 
Profit Objectives 


Since profit is the raison d’etre of any com- 
pany, the question is often asked as to what 
measures or yardsticks of performance should 
be used. Over half of the chief executive officers 
recently surveyed by Forbes Magazine named 
return on investment “the most symptomatic 
indicator” of management effectiveness. 

Profit objectives should not be stated solely 
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in terms of profit on sales. Return on invest- 


profit on sales can actually be more profitable 





out 
ment and growth in earnings are probably the __ to its shareholders than a utility with 15 per _ten- 
most crucial quantitative profit standards a cent profit on sales. Sales growth is another im. _ pili 
company can have. Profit on sales by itself is _ portant criterion, but only because sales growth |- sha 
not an adequate profit objective because, for is usually necessary for earnings growth. tativ 
example, a food chain with only 2 per cent How many companies have actually worked and 
Sucl 
TABLE 1 in € 
Four Sraces 1n LonG-RANGE Prorit PLANNING A 
—— plan 
’ and 
Phase I—Corporate Profit Objectives. its, 
¢ Analysis of record of operations. erati 
¢ Establishment of standards for future profits. steps 
¢ Projection of present operations. obje 
¢ Measurement of extent of need for new products. | Lt 
¢ Preparation of 6 and 10-year corporate objectives of sales, profits, capital requirements for o 
present and new products. 
or 
Phase II—Proprietary Directions for Corporate Growth e 
¢ Audit of corporate skills, resources and limitations. 7 
¢ Position of company in its total industry structure. ‘I 
* Changing end-use markets, technologies and competitive integration, affecting industry 
structure and company position. me 
¢ Alternative directions for company evolution and growth. the 
© Selection of most proprietary directions to maintain and optimize profits. 
Phase III—Planning New Products. 
¢ Selection of product fields to fulfill corporate objectives of Phase I within selected direc- 40° 
tions of Phase II. 
¢ Determination of approach to new fields—by acquisition, — research, joint ventures, 
etc. 
¢ Programming of specific product lines. ro 30 
¢ Scheduling of realization of new products in relation to finaticial and management feasibility. 
Phase IV—Programming Requirements of Business Functions. nn 
¢ Marketing—Focusing market development plans and programming (products, merchandis- 20 
ing, pricing, field sales, etc.) on consumer requirements. 
© Organization—Scheduling, recruitment and development of manpower requirements (man- 
agement, other personnel) to staff long-range program. 
¢ R&D—Relating research and development to divisional and corporate present product 10 
maintenance and new product realization. 
© Manufacturing—Scheduling further development of present and new plants and low-cost 
equipment programs. 
¢ Financial—Budgeting of capital requirements and development of financial resources. . 
© Planning of Other Requirements. I 
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out and submitted to their directors five- or 
ten-year projections for size, growth, and sta- 
bility of future profits in terms of earnings per 
share, return on investment, and other quanti- 
tatively-measured key operating figures? More 
and more have, but still most companies do not. 
Such a projection serves as one of the key steps 
in establishing corporate profit objectives. 

As indicated on Table 1, the result of profit 
planning should be the preparation of five- 
and ten-year corporate objectives of sales, prof- 
its, and capital requirements for existing op- 
erations and for new product fields. Four 
steps culminate in the preparation of these 
objectives : 


, 1. The first step in establishing corporate profit 


objectives is the analysis of the company’s 
or the division’s record of operations to date 
with respect to profitability, growth, and 
other yardsticks versus those of competitors 
and the total industry. Chart 1 shows, for 
illustrative purposes, the return on invest- 
ment for two companies in comparison with 
the record of all manufacturing companies. 
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Other measures of performance are growth 
of sales, profits, cash flow, and equity; earn- 
ings per share; and cash flow as a per cent 
of stockholders’ equity. 


. Setting standards for future accomplishment 


is the second step in profit planning. These 
standards or goals will vary by industry and 
by company. In Chart 1, Company A has 
the problem of maintaining its attractive 
profit record. This could be its standard for 
the future. Company B’s standards should 
be at least to raise its return to the average 
of all manufacturing. 

A similar comparison should be made with 
the average of the company’s industry. In 
many instances, the industry average will be 
an important factor in setting goals. But 
even this can be elusive. A building products 
manufacturer would have difficulty determin- 
ing the “industry average” because the oper- 
ating ratios of companies in the industry 
vary too widely to give meaning to an “aver- 
age.” This wide variation is attributable to 
the fact that included in the building pro- 
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ducts industry are several individual busi- 
nesses such as glass, lumber, paint, and 
plumbing and heating equipment. 

3. The third step in profit planning is a five- 
year, or possibly a ten-year projection of 
sales and profits and the resultant investment 
at expanded levels of present operations. 
This is a normal result of effective market 
analysis. Projections can be made in light 
of the opportunities and threats facing pres- 
ent businesses. 

4. The measurement of the extent of the need 
for new products (the difference between 
the standards of future corporaic profits 
established in step 1 and the projections of 
present products in step 3) is the fourth step. 
Combining steps 3 and 4 provides a schedule 

of five- and ten-year corporate objectives of 

sales, profits, and capital requirements for pres- 
ent and new products. Naturally, the financial 
resources of a company may determine the fea- 
sibility of the objectives. Financial limitations 
would naturally extend the period of realiza- 
tion of profit objectives, but should not change 
the concept of future profit requirements. 
Profit planning results in a guide to man- 
agement decision-making on both present and 
new products, for it provides a quantitative cri- 
terion for the size and extent of a new products 
program. Whether a new products program is 
to be $1 million, or $10 million, or $100 million 
in sales volume makes a tremendous difference 
in the management of new product activities. 
Profit planning of present products may un- 
cover a need for new or enlarged markets to 
bring certain existing product lines up to future 
profit standards. Alternatively management 
may decide to “spin-off” an existing product 
or division—as International Business Ma- 
chines recently did when it sold its Time Equip- 
ment Division. Thomas J. Watson, Jr., Presi- 


dent, made the following statement: 


Although the time equipment business has been 
a part of IBM since its beginning, this division in 
recent years has accounted for less than 3 per cent 
of our gross revenues. The evolution of our products 
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has resulted in our time equipment becoming leg 
and less compatible with our other operations, Up. 
der these circumstances, and after thorough analy. 
sis by IBM management, we concluded that the 
interests of the IBM company, its employees, stock. 
holders and customers, could best be served if 
we concentrated wholly on those product divisions 
which are making the greatest contributions ty 
IBM’s operations.° 


Phase II—Establishing Proprietary 
Directions for 
Cerporate Growth 


Most companies have a natural growth pat. 
tern for their future development. The prob. 
lem is to identify the most “proprietary” 
directions—those that can supply the most 
advantageous profit opportunities, that will 
exploit the underlying growth forces in the 
economy. This is not an easy task. In many 
cases development along the most proprietary 
directions may be integration or specialization 
rather than diversification. In other cases, ex. 
pansion into completely diverse lines may be 
required. 

“When we explored and analyzed what we 
thought would be the future markets in elec- 


tronics, one that seemed attractive to us was 


the business machines market,” says Charles | 
B. Thornton, President of Litton Industries, 


“Business machines are, after all, figuring ma- 
chines or computers. While it is true that it 
is cheaper to make electromechanical calculat- 
ing machines today than electronic compv- 
ters, we are certain that in .he future, the 
heart of the computational business will be 
electronic.” In Litton’s case, entry into the 
calculating machine business provided a “pro- 
prietary” opportunity. 

Another company, Crompton & Knowles 
Corporation of Worcester, is applying its tex- 
tile machinery know-how to the packaging ma- 
chinery field and is capitalizing on its long-term 


position in the textile market by engaging in 


° Letter to IBM Stockholders, October 24, 1958. 


*“Building a Company in a Growth Industry,” 


speech given at Los Angeles, January 1958. 
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~ specialty textile chemicals manufacturing. Both 3.QOnce the total industry and competitive 
ily directions, selected by President F. W. Howe structure is established, it is possible to indi- 
t the of Crompton & Knowles, were to advance com- cate the changes taking place that affect a 
* ' pany profits for shareholders. company’s decision on the most proprietary 


isions 


, 


Selecting the best proprietary directions for 


position to seek for the future. The require- 


a corporate growth follows from the process out- ments to realize this position in relation to 
lined below: the audit of existing skills and resources will 
y 1. The first step in establishing proprietary di- also be apparent. 
rections for corporate growth is an audit of Three areas of change are particularly 
corporate skills and limitations. The appli- significant for selecting a pattern of growth: 
cation of specialized techniques usually dis- always changing end-use market require- 
1 pat: closes the major strengths on which a ments within segments of the industry, tech- 
prob. company has been built. The philosophy nological changes, which make for rapid 
tary” and character of the management team; the obsolescence and increased scientific activity 
most | degree of unified purpose expressed by man- in business, and competitive integration 
will agement; and the relative strength of the moves within the industry structure. These 
n the business functions (particularly the first steps may indicate several alternative direc- 
many two), marketing, research and development, tions for consideration. Evolution may be 
ietary manufacturing, finance, and organization possible within the industry by vertical or 
zation | are some of the significant resources. These horizontal integration. On the other hand, 
PS, EX: factors are all important in determining the certain companies may find they must di- 
ay be | areas in which the company can most readily versify to achieve desirable corporate goals. 
achieve a proprietary position. For instance, Companies considering integration and di- 
at we a management team oriented to retail mer- versification efforts should establish the pros- 
1 elec- chandising is not likely to prosper by manu- pective return on investment before entering 
18 was facturing gas turbines. This example is a new field. 
sharles obviously extreme to illustrate a point. In ; ; 
istries. reality the differences are for more subtle, The final step is, of wena evaluating and com- 
ng me- but still very important. paring the alternative directions for growth 
that it 2. The second step in determining the pattern uncovered by thio pronase ane ochating the pet 
looks. of corporate growth is to structure the total  *€™ most propitious for stabilized profits at 
‘ompu- industry complex in which a company oper- the highest level 
re, the ates—its direct and indirect competitors at 
will be all vertical and horizontal levels, the end- Phase I1I—Planning New Products 
ito. the use markets served and the technologies em- 
a “pro- ployed. As an example, the total paper and Establishing the proprietary directions for 
allied products industry consists of many corporate growth makes it comparatively easy 
‘nowles individual paper-based business segments to select and develop new product lines either 
its tex: , with distinctive markets and competition. by internal research or company acquisition. 
ing ma- And today, a paper company may be ver- _ The selection of product lines should provide 
ng-term tically integrating into packaging. It may an opportunity not only to capitalize on growth 
ging in be necessary, for example, to sell boxes to _—_ forces, but to capture new markets and to par- 
i make a profit on board mills. The total com- _ ticipate in new technologies. 
adustry, plex should be considered in this planning Apparently, Mr. Thornton of Litton, quoted 


process. 


above, supports this concept, as he continues, 
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With this kind of reasoning behind us, we took a 
subjective look at the Monroe Calculating Machine 
Company. It had an excellent name. It was seeking 
the proficiency in advanced computer techniques 
that we had already developed. At the same time, 
Monroe had a keen appreciation of the requirements 
for bringing these new techniques to the market— 
with a world-wide marketing organization consisting 
of more than 350 company owned sales and service 
branches in the United States and abroad. There 
were other reasons that brought us together, to be 
sure, but the ones I have reviewed constituted the 
basic motivation behind our Monroe acquisition.’ 
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The four principal steps in Phase III are as 

follows: 

1. Selection of product lines to fulfill corporate 
objectives of Phase I within selected direc- 
tions of Phase II. The selection of the most 
desirable product to manufacture may be 
a problem of a company that has decided to 
broaden its product base within an industry. 

2. Determination of approach to new fields— 
by acquisition, internal research, or joint 
ventures, for example. Often, companies use 
a combination of all the available means. 

3. Programming of specific product lines and 
the approach to entry in the selected fields. 

4. Scheduling of realization of new products 
in relation to financial and management 
feasibility. 

The practices employed in these steps are 
fairly well established today in the commercial 
development activities of a number of com- 
panies. For example, one company, as a result 
of the sound planning of new products, will 
realize its 1961 sales objectives in 1959. The 
addition of new products through development 
and acquisition is presently under way as the 
result of proprietary directions established dur- 
ing 1956 as in Phase II. Setting these directions 
led to the selection of three product fields as 
in Phase III. 


Phase IV—Programming Future 
Requirements of the 
Principal Business Functions 


Here again it is much easier to program com- 
prehensively the functions of a business when 


7 See note 6. 


Phases I-III are well planned. The five most 
important functions subject to programming 
in Phase IV are shown in Table I. 

Let us take planning for the research fune. 
tion as an example, recognizing that there are 
two types of research—research for existing 
products, and research for new products. The 
direction of research on existing products 
should, of course, be pointed to those product 
groups which show the greatest profit poten. 
tial, as determined in Phase I. 

New products activities can develop from 
the proprietary directions for corporate growth 
indicated by Phase II. Suppose a company is 
a manufacturer of food board, the little white 
cardboard packages that frozen peas come in. 
Analysis of the market and competitive trends 
here indicates that there could be a number 
of technological threats to this business, say 
from medium-density polyethylene. A little 
more investigation may disclose a need for an 
extensive research activity for polyethylene ap- 
plication in this market to hold the market 
position in the face of a technological threat to 
the product. 

Some forward-looking companies, in the 
chemical industries for example, find that in 


order to operate successfully in their business, , 


they must earmark about 15 per cent of their 
research funds to basic or so-called “learning” 
research—with no particular plan of payoff or 
return on investment. In the fibre business, for 


example, a company might be studying poly- 


merization and what makes those long mole- ' 


cules—simply to understand the mechanism of 
the linkages involved. Such research may re- 
sult in nothing practical, or result in a very 
practical idea subject to applied research in 
a rather unexpected product area. Or it may 
lead to a major breakthrough in the industry. 
Nylon is one result of just this kind of “learn- 
ing-research.” Chemical companies have suc: 
cessfully conducted learning-research for many 
years, and now companies in other fields are 
beginning to follow their lead. Management’s 
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decisions in this area are fundamental to the 
long-term effectiveness of the company’s re- 
search function. 

There are also examples of long-range or- 
ganization planning. The basic issue in organi- 
zation planning is whether the organization is 
suited to the future requirements of the busi- 
ness. The importance of this issue is illustrated 
by the experience of one company in the ma- 
terials handling field which had gradually de- 
veloped its way into a lighter product than its 
principal historical business. The lighter prod- 
uct really represented a different business 
altogether with different markets, different en- 
gineering, different manufacturing, and differ- 
ent selling techniques. Both businesses had 
attractive profit prospects, but this company 
was hardly to get started in the second busi- 
ness. It is now splitting itself up into two di- 
visions—really two separate organizations with 
decentralized operating responsibility, each 
with personnel of the particular caliber and 
qualifications to handle the different require- 


ments of each business. 


ORGANIZING AND IMPLEMENTING 


Long-range planning is a full-time job. Al- 
though it is a major responsibility of general 
management, it is most effective when a central 
staff planning and development activity is for- 
mally established within the company to under- 
take the specialized practices involved. There 
are several reasons for this. 

Some managers are inherently planners, 
others are not. Since most operating men have 
such heavy responsibility for current opera- 
tions that it is difficult for them to find the 
time to plan, they need planning assistance. 
This is true at top management as well as di- 
visional and departmental levels. The creation 
of a central staff planning unit has solved the 
problem of starting and continuing long-range 
planning in many companies. 

A central planning staff is likely to be most 
effective also because planning must be com- 
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pany-wide. A central staff can coordinate its 
efforts with those of divisions, product groups, 
and such functional departments as research 
and finance. With such coordination the line 
and the staff managers can employ themselves 
in their own longer-range planning. 

Moreover, the central planning unit is most 
effective when reporting to the chief executive 
officer or his deputy. In many cases, no more 
than one competent man is necessary to initi- 
ate the planning and development activity. It 
is important, however, to formalize the func- 
tions and responsibilities of this position for 
the most desirable internal relations and effec- 
tive results from long-range planning. 

It is helpful to keep in mind certain other 
considerations which make the planning ac- 
tivity easier to implement. Simplicity is vital 
to effective initiation of long-range planning. 
Many companies have been set back in their 
planning by trying to do too much too soon. 
Even five-year projections of sales and profits 
of present products can be a major first-year 
achievement in some companies, with require- 
ments such as future manpower, and new prod- 
ucts to come later. Another key consideration 
is that formalized (written) long-range plans 
seem to be the only effective ones. 

Also important is the need to regularly up- 
date a five-year plan, at least annually. Some 
twenty-year plans are not annually updated, 
but then in these cases five-year planning is 
often considered short-range. The so-called Du- 
Pont chat system and its variations can be 
integrated with long-range planning as a con- 
trol to measure performance. This consists of 
a series of charts—usually brought up to date 
for quarterly or monthly review—which com- 
pares the operating units and the total company 
on the factors making up return on investment. 
In whatever form, a periodic measure of return 
on investment (and forecasts and objectives for 
return on investment) can be most effective in 
getting the planning process off of “top dead 
center.” 
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RESUME 


To recapitulate briefly, then, the ‘trend to 
more long-range planning is here to stay. The 
pressures of the economy demand it and the 
opportunities it uncovers for stabilizing profits 
at high levels make it eminently attractive— 
both at divisional and at corporation levels. Of 
course, the techniques of long-range planning 
are subject to still greater refinement, but many 





companies have been and are using most suc. 
cessfully the techniques outlined in this article, 
Whatever refinements may be forthcoming, it 
is likely that the four basic steps described in 
detail here will continue to provide a workable 
framework for long-range profit planning: set. 
ting profit objectives, determining the direc. 
tions for growth, selecting new products, and 
comprehensively programming functions. 





Even though its existence is seldom recognized, the company personality has an 
important bearing on the company’s fate—perhaps more important because its 
influence is so rarely recognized. In large measure, this personality consists of 
a body of traditions and assumptions about the nature of the business that are 
rarely questioned—and rarely even put into words. It therefore tends to contain 
the company’s blind spots as well as its unsuspected assets. Like an individual 
without insight, a company whose personality is left unexamined will be likely 
to keep acting out the same predetermined role, unable to react flexibly to chang- 


ing conditions. 


Saul W. Gellerman 
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Reducing the Risks of 
Labor Arbitration 


Management often ignores with peril some important consid- 
erations in deciding to arbitrate. A noted arbitrator advises 
management on these issues. 


One of the basic issues which management 
faces in the administration of the grievance 
procedure of the collective bargaining agree- 
ment is the decision whether a particular em- 
ployee grievance should be arbitrated or settled 
by negotiation. 

Although most employee grievances are set- 
tled in the first, second, or third steps of the 
grievance machinery, there are some instances 
in which all the steps are exhausted—and still 
an impasse exists. It is at this point that the 
question must be faced: should management 
resolve the grievance, seeking the best settle- 
ment possible under the circumstances; or 
should management go to arbitration, con- 
vinced as it is of the soundness of its position. 

To the arbitrator, it sometimes seems that 
management decides to arbitrate without a suf- 
ficient regard for the risks involved, and with 
little or no consideration for some of the most 
important factors which must be weighed be- 
fore the decision is made. Typically, manage- 
ment decides to arbitrate when these conditions 
have been met: 


1, Management officials have made a thor- 
ough study of the original statement of the 
grievance and have reviewed its history 


through every step of the procedure. 


2. They have evaluated the facts, the perti- 
nent contract provisions, as well as any 
relevant past practices; and they sincerely 
believe that their position is sound. 

3. They have explored the matter with the 
union, stating clearly and in detail the rea- 
sons for denying the grievance. However, 
the union is not convinced and serves no- 
tice that if the grievance is not settled, it 
will definitely carry the matter to arbitra- 
tion. 


It is a basic principle of sound personnel 
administration to treat employee grievances on 
their own merits without resort to the pressures 
and tactics often desirable in contract negotia- 
tions. In other words, sound personnel policy 
requires that grievances be treated in this man- 
ner, removed as much as possible from the 
conflict conditions which often prevail in con- 
tract negotiations. But, often, careful attention 
to all these factors alone does not provide man- 
agement with a sound basis for deciding to 
arbitrate. 

Accordingly, what additional factors must 
be evaluated before making the decision to 
undergo the rigors of arbitration? To manage- 
ment the outcome often seems clear; there is 
only one decision the arbitrator can make, and 
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that is to sustain the company’s position. But, 
as some company officials have learned rue- 
fully, there is no absolute certainty about the 
outcome of any arbitration, no matter how 
impregnable they might believe their positions 


to be. 


RISKS OF ARBITRATION 


In this decision-making process, management 
cannot set as its criterion absolute certainty of 
outcome. Too many important intangibles make 
the situation inherently unpredictable. The 
human fallibility of the parties themselves is 
the first of these intangibles. Objectivity in 
problems of human relations is not easily at- 
tained. This difficulty exists for arbitrators as 
well, despite their necessary pose of infallibil- 
ity. All people have their blind spots and with 
some the blinder the spot, the less aware they 
are of its existence. Also, the unexpected and 
the unforeseen, such as a surprise witness, must 
be reckoned with as an additional hazard in 
going to arbitration, no matter how strong 
one’s position may be. 

Not only is it impossible to eliminate an 
element of risk in the undertaking, but there 
is no practical gauge for knowing when the 
degree of risk has been reduced to its irreduc- 
ible minimum. Nevertheless, the parties wel- 
cone all the enlightenment available which will 
take some of the guesswork out of the decision 
they have to make. All too often do companies 
proceed with a burden of unnecessary risks 
which should have been screened out before 
making the decision to arbitrate. 

One of the risks in going to arbitration is 
that the decision and opinion of the arbitrator 
may encompass a great deal more than the 
ostensible issue as set forth in the submission 
agreement. For example, in the case of a manu- 
facturing company of approximately 200 em- 
ployees, the problem of inventory taking arose 
for the first time. The company decided to have 
the inventory taken by bargaining unit em- 
ployees on a weekend. Management notified 42 


out of approximately 175 bargaining unit em. 
ployees to report for work on certain days to 
take the inventory. In making the assignment 
the company disregarded the seniority pro. 


visions of the collective bargaining agreement, : 


When two employees, whose names were high 
on the seniority list, were not called to perform 
this inventory work, they promptly filed q 
grievance claiming their seniority rights had 
been violated. 

The employer argued that inventory work 
was outside the scope of the agreement, and, 
therefore, the seniority provisions did not ap. 
ply. The company pointed out that the contract 
was limited to “production and maintenance 
work.” However, arguments to the effect that 
the contract did not cover inventory work 
proved futile, and the union insisted upon tak- 
ing the case to arbitration. The issue as sub. 
mitted to the arbitrator was phrased as fol- 
lows: “Did the Company violate the seniority 
provisions of the Agreement by failing to pro. 
vide work on August 5, and 6, for employees 
X and Y?” 

During the hearing it soon became obvious 
that neither party was fully aware that they 
were going to arbitrate anything beyond the 
seniority rights of a few people. As the hearing 
progressed, the parties began to realize, per- 
haps too late, that in order for the arbitrator 
to make a determination on the seniority rights 
of the employees, he had to answer the much 
more fundamental question as to whether or 


t 
not inventory work came within the scope of 


the collective bargaining agreement. If they 
had realized that this was the actual issue, it is 
very doubtful that they would have carried the 
matter to arbitration at all. 

Another important consideration is the mat 
ter of arbitration costs. Most companies and 
unions find that arbitration is becoming im 
creasingly more expensive. The arbitrator's 
fee, although substantial, may be the least ex- 
pensive item in the over-all amount involved. 


Attorney’s fees and cost of the transcript ust- 
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ally far exceed the arbitrator’s charge. Then 
there are the hidden costs: the loss of produc- 
tive time because employee witnesses are pulled 
off the job, the time consuming interviews with 
supervisors and their attendance for days at 
the arbitration hearing, and innumerable other 
inconveniences which add substantially to the 
costs of the undertaking. If the issue is impor- 
tant enough to be considered for arbitration, 
it is the essence of wisdom to undergo every 
necessary expense for adequate preparation 
and presentation. Cases which should have 
been won on their intrinsic merits are often 
lost because of false economy in preparing a 
position. (On occasion, an adverse arbitration 
award may seriously damage the prestige of 
management in the eyes of employees. ) 

At this point it may be desirable to trace the 
origin of the grievance. The employer’s right 
to manage the plant safely and efficiently is an 
accepted principle of industrial relations. The 
responsibility to manage carries with it the 
authority to make day-to-day decisions to ef- 
fectuate this objective. Except in those matters 
which are restricted or prohibited by contract 
or law, management may act without consult- 
ing the union. The union, of course, has the 
right to grieve and appeal when it believes that 
the actions of management infringe on con- 
tractual and statutory rights of employees. 

The traditional procedure is for manage- 
ment to establish an employee status without 
resorting to the grievance procedure. The 
union is placed in the position of the moving 
party, trying to set aside or modify such man- 
agement determinations as, for example, those 
involved in promoting, transferring, laying off, 
disciplining or discharging employees. There- 
fore, the filing of grievances by employees in- 
stead of by management is the normal incident 
of industrial relations. This procedure tests 
management’s and can uncover 
sources of more serious difficulty at a later 


position 


time. The processing of a grievance allows for 
a full and fair opportunity of investigation and 
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review. Management recognizes that the prompt 
and equitable adjustment of grievances on 
merit alone promotes harmonious employee- 
employer relations. A certain number of griev- 
ances, however, eventually reach the end point 
of the grievance machinery and management 
is faced with the necessity of justifying its ac- 
tion to a neutral third party. 

Any discussion on the risks of arbitration 
would not be complete without some mention 
of the hazards involved in not seeking a defini- 
tive ruling on a disputed contract interpreta- 
tion. Sometimes a reluctance to arbitrate may 
result in an informal concession on an issue 
which may plague the company when it is com- 
pelled to arbitrate the same question as it af- 
fects other employees. 

The best protection against future difficulty 
is to secure a clear and mutual understanding 
that an informal settlement on an issue does 
not constitute a precedent in a future case. 
Otherwise, the claim could be made that the 
company waived its rights on the issue and is 
bound to follow the same action in all subse- 
quent cases so long as the same contract is in 
effect. Or an arbitrator may hold in some later 
situation that a particular ambiguous provision 
must be interpreted in the light of “past prac- 
tice.” Although this aspect is beyond the scope 
of the present article, it should be noted that 
the failure to arbitrate a basic issue may re- 
sult in setting undesirable precedents or weak- 


ening plant discipline. 


SIGNIFICANCE OF OTHER AWARDS 


In deciding whether to go to arbitration, 
management would be well advised to follow 
some of the same steps that an arbitrator takes 
in deciding an issue. Management should, for 
example, find out how arbitrators have ruled 
on the particular issue and on related issues in 
other cases. There has been much pro and con 
discussion regarding “be use and abuse of pub- 
lished arbitration awards. Experienced labor 


relations’ representatives would regard it as a 
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disservice to their clients if they failed to read 
as many published arbitration awards as can 
be found on the subject matter in dispute. 

While arbitrators are not bound to follow 
the awards of other arbitrators, even on the 
same issue, it is common practice for them to 
examine these awards. Such examination serves 
a number of purposes. First, the arbitrator is 
interested in the criteria used by other arbi- 
trators to determine the matter in dispute. Sec- 
ondly, the reasoning and opinions of experi- 
enced, reputable arbitrators with high profes- 
sional standards can provide valuable insights 
into the nature of the problem and ways of 
resolving it. The reasoning and opinions con- 
tained in these published awards have not been 
arrived at casually or superficially. They are 
the product of careful research, intensive study, 
and analysis. They can benefit not only the 
arbitrator, but the contending parties. To the 
arbitrator these opinions can be a check or test 
of his own thinking and are sometimes most 
persuasive in crystalizing his own conclusions. 

Even though an arbitrator may disagree with 
the awards and conclusions of other arbitra- 
tors on the same or related issues, he will none- 
theless find the awards to be of substantial 
benefit in enabling him to grasp the essential 
nature of a complex problem in all of its rami- 
fications. 

It may be useful at this point to describe in 
some detail how arbitrators and experienced 
advocates of the parties review the available 
arbitration data on the issues in dispute. Take 
the case of an employee who has been dis- 
charged for absenteeism. He is a production 
worker in the open hearth of a steel mill. The 
reason for his absenteeism is that he was ar- 
rested for assault and battery in a tavern and 
given a 10-day jail sentence. The particular 
altercation occurred off company property and 
outside of working hours. The agreement be- 
tween the company and union contains two 
sentences pertinent to the situation. The first 
is specific and states that “Absence without 





just cause may be a basis for termination.” The 
second sentence is general and provides that 
“The employer may discipline or discharge 
employees for just cause.” 


In that part of the American labor force : 


covered by collective bargaining agreements, 
it is quite probable that similar incidents have 
occurred, particularly in heavy industry. First, 
the arbitrator may turn to the master index of 
arbitration awards which is published by the 
Bureau of National Affairs, Inc., and which js 
presently in two volumes, plus a supplement. 
Each volume is entitled Labor Arbitration 
Cumulative Digest. These volumes summarize 
and index thousands of published arbitration 
awards. The main index contains twelve gen. 


eral topics. The pertinent heading for the illus. _ 


tration case comes under the general title of 


“Working Conditions: Wages, Hours, Job 


Rights.” Under this heading there are fourteen | 


sections. The pertinent section, numbered 118, 
is entitled “Discharge, Discipline, and Plant 
Rules.” The arbitrator turns now to a detailed 
breakdown of section 118 which contains nu- 
merous sub-headings, one of which is entitled 
“Absence from work; absenteeism, page 642.” 
On page 642 and succeeding pages of the Labor 
Arbitration Cumulative Digest, the arbitrator 
finds a short and concise summary of numerous 
cases involving the question of absenteeism. He 
scans the summaries to ascertain if there has 
been a previous award on the same or similar 
issue as the one submitted to him. Sure enough, 
on the second page of this sub-heading he finds 
the following pertinent summary: 


Discharge of employee who was to be absent from 
work for an extended period of time as a result of 
a jail sentence was for proper cause. Contentions 
that discharge was not justified because (1) em 
ployee’s conviction did not affect the employment 
relationship, and (2) contract contains no provision 
making a jail sentence a proper ground for dis 
charge are rejected; discharge was not for reason 
that employee was convicted but rather because he 
was to be absent for an extended period without a 
justifiable reason and as such was for proper cause— 


Jenkins Bros., 12. LA 759. 


The full text of all cases summarized is con 
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is con 


tained in thirty bound volumes entitled Labor 
Arbitration Reports. The citation to volume 12 
and page 759 makes it quite simple to refer to 
the complete text of the award and opinion and 
to note criteria and how the arbitrator has ap- 
plied them to the facts and circumstances of 
his particular case. Returning to the index, the 
arbitrator looks for other similar cases and on 
another page he finds the following: 
Employee who was dropped from payroll as ‘con- 
structive quit’ after his failure to report for sched- 
uled work was improperly denied reinstatement 
when he made application for his old job five months 
later, where employee’s absence was due to fact 
that he was being held in jail as material witness 


to a crime and in connection with another court 


action.—National Tube Co., 12. LA 975. 


Having satisfied himself that this second ci- 
tation also treats of a similar or related situa- 
tion, he refers again to the full text in the ap- 
propriate volume. Continuing this process, he 
finds a total of 10 cases dealing with discharges 
of absenteeism where incarceration in a penal 
institution is the reason for absenteeism. While 
no two cases are completely identical, the ar- 
bitrator is constantly on guard to look for sim- 
ilar and related as well as different character- 
istics, 

I concur heartily with the following com- 
ments of Professor Jules Justin, a prominent 
New York arbitrator, on the “precedent value” 
of published arbitration awards. He believes 
that such value of arbitrators’ decisions lies in 
the persuasive force which they exert and 
which compels consideration. As he notes: 

Prior awards which enunciate just and reasonable 

principles of conduct and contract interpretation 

command respect from an arbitrator, as they do 
from the parties themselves. The considered judg- 
ment of one arbitrator cannot be lightly dismissed 
or ignored. When fortified by others such judgment 
warrants acceptance. Though not controlling or 
authoritative, these judgments and principles exer- 
cise significant weight with another arbitrator. It 
is in this sense that prior decisions have value as 
precedents. Regarded in this light, reported awards 
can be made to serve both management and unions 
in the preparation and proof of the arbitration case. 


(21 LRR 94 Jules J. Justin, “Arbitration: Precedent 
Value of Reported Awards”) 
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The Company can use this information for 
two purposes: (1) to help assess the risks in- 
volved in going to arbitration; and (2) to pro- 
vide ammunition, if and when the matter is 
actually presented to an arbitrator. It is ob- 
vious that if the prior arbitrators have all ruled 
in favor of management on this point, not only 
is management’s position strengthened im- 
measurably, but its risks are reduced accord- 
ingly. On the other hand, if the arbitrators have 
all ruled to reverse management’s decision on 
the discharge, then the Company might well re- 
examine its position. If the arbitrators are 
divided in their rulings, this information, too, 
can be useful. More often than not a majority 
of the arbitrators have ruled one way, and a 
minority another way. In such an eventuality, 
the facts and circumstances of each situation 
could be analyzed in terms of their relevance 
to the current grievance and its disposition. 


THE COMPREHENSIVE VIEW 


Another step which should be taken by man- 
agement before making a decision to arbitrate 
is to study the case from the adversary’s point 
of view. Not only must the Company be pre- 
pared to present its own evidence and argu- 
ment, but it must be prepared to answer the 
evidence and argument from the opposing side. 
Chess playing furnishes an appropriate anal- 
ogy. A good chess player always plays two 
games simultaneously, his own, and his oppo- 
nent’s. He not only figures out his own best 
move, but he also tries to estimate what the best 
move of his opponent could be and to meet it, 
if necessary. 

A classic illustration of an employer antici- 
pating the best move of the union and checking 
it, occurred in an arbitration that was won 
hands down by the company in the submission 
agreement, even before the case went to a hear- 
ing. The situation involved a dispute over the 
demotions of two employees to lower classifica- 
tions. The management succeeded in getting 
an agreement from the union to have the ques- 
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tion worded as follows: “Was the Company’s 
action in not retaining John Doe and Richard 
Roe in the positions they occupied on March 
5, 1958, in violation of the Agreement?” 

As it happened, the company was clearly not 
in violation of the Agreement on March 5, 
1958, but the arbitrator would have unhesi- 
tantly sustained the union if the date in ques- 
tion had been prior to March 5, 1958. To have 
protected its interests, all the union needed to 
do was to have had the question phrased: “Was 
the Company’s action in demoting John Doe 
and Richard Roe in violation of the Agree- 
ment?” In other words, although the demo- 
tions themselves may have been improper, 
there was nothing in the contract which re- 
quired the company to retain employees in 
positions which on a certain day no longer 
existed. This is not to condone or advocate 
sharp practices in the framing of an issue. On 
the contrary, use of such tactics by either party 
may result in an impairment of the relationship 
far more costly than the original dispute. What 
is being advocated is that the issue submitted 
should be phrased with the utmost care to avoid 
the kind of result described above. 

Generally speaking, in preparing for an ar- 
bitration case, management must try to focus 
on the total picture, rather than concentrate 
solely on its own point of view. There is a tend- 
ency for the parties to present their evidence 
and interpretations strictly from a partisan po- 
sition. In so doing, they tend to omit items 
which are adverse to their interests, and their 
interpretations of the evidence are bound to 
suffer from these omissions. 

Many inexperienced representatives have the 
rather naive concept that the arbitrator listens 
to the evidence and arguments of both parties 
and then bases his award upon the arguments 
of the winning party. In actual practice, how- 
ever, it is highly unlikely that an arbitrator 
will base his award in toto on the arguments 
of either party. It is more usual for the arbi- 


trator to examine the total picture and to make 


his award on this basis. The example of inven. 
tory work cited earlier in this article may serye 
to illustrate how an arbitrator’s decision is ay. 
rived at independently of the arguments of the | 
parties. 

In answering the question, the first issue the 
arbitrator had to resolve was whether the unioy 
had jurisdiction over the work or merely rep. 
resented the employees. This particular ques. | 
tion has been treated at great length in a num. 
ber of cases before the National Labor Rela. 
tions Board. It has been held that the author. 
ized collective bargaining representative repre. 
sents both the job in the bargaining unit, and 
the employee as an individual. With certain 
notable exceptions of jobs specifically ex. ' 
empted by law, such as supervisory work, the 
contract follows the employees even to work 
which they may perform outside the bargain. 
ing unit. If the parties had done the same re.! 
search that the arbitrator was compelled to do, , 
they would have learned that a company is not 
required to use bargaining unit employees for 
non-bargaining unit work (such as inventory 
taking), but may assign such work to office 
employees who are outside the bargaining unit, 
or to an independent firm which specializes in 
inventory taking. However, if management; 
elects to use bargaining unit employees for in- 
ventory work, then the contract provisions 
apply. 

This case illustrates why the arbitrator can- 
not adopt the viewpoint of an adversary, but 
must look at the record from the position of 
a disinterested neutral. It is not the arguments 
made by the parties so much as it is the ev: 
dence in the record (including the contract} 
and its presentation that determine the out 
come of the arbitration. The parties must not: 
only present effective evidence and arguments, 
but they must also be aware that the recorl 
will be viewed from both sides. This does not 
mean that a partisan cannot present valid ar 
guments which the arbitrator may use in justi 
fying his award. But an over-all objective view 
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point of the total picture will often disclose 
serious weaknesses in the position of one party 
or the other. 

A familiar anecdote may serve to illustrate 
a situation which applies to many representa- 
tives who become oversold on their own argu- 
ments. An adult passerby watching a sandlot 
baseball game between two youthful teams in- 
quired of the catcher, 

“What’s the score?” 

“Sixty-six to nuthin’,” replied the youngster. 

“It looks bad for you fellows, doesn’t it?” 

“Oh, I dunno, our side hasn’t been up to bat 
yet.” 

Another example may suffice to show how 
the parties become so preoccupied with defense 
of their own positions that they tend to over- 
look the key factor in the entire case. In a man- 
ufacturing establishment, the union contended 
that employee John Smith had been mis-classi- 
fied: that in job title he was a mechanic, but in 
job content and performance he functioned as 
a leadman. The union argued, therefore, that 
he was entitled to the leadman’s classification, 
or at least to the leadman’s rate of pay. At the 
hearing, the union produced one witness after 
another who testified in support of the union’s 
claim as to John Smith’s duties. Although the 
union acknowledged that the company had 
never conferred the title of leadman on him, the 
union witnesses insisted that Smith was per- 
forming the duties of a leadman. The company 
attempted to counter this testimony with other 
witnesses who minimized the union’s conten- 
tions and who denied that John Smith had per- 
formed leadman duties. 

The substantive issue in the eyes of both 
parties was: “Did John Smith actually per- 
form the duties which he claimed?” The Arbi- 
trator ruled for the company, not on the basis 
of any of the arguments presented, but on the 
basis of research that the representatives of 
both parties would have done well to perform. 
This research concerned the dividing line be- 


tween an employee with exceptional initiative 
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who commands the respect of fellow employees 
and who “paces the job,” so to speak, and an 
employee who has the title of leadman officially 
conferred on him by management. 

The testimony in the record showed that a 
regularly classified leadman for that company 
had the delegated authority and responsibility 
for directing and maintaining the work of other 
employees. Investigation into the nature of su- 
pervisory work as interpreted by such agencies 
as the National Labor Relations Board sug- 
gested that the leadman classification for that 
company was in the nature of a bona fide super- 
visory job. The prevailing criteria were best 
highlighted in the record itself by the follow- 
ing testimony of the grievant: 


“Q. In other words, no one has ever told you 
that you have the authority to discipline, 
correct or even recommend that? 

A. No, no one ever told me that. 

(. And you never have? 

A. I mentioned that at the meeting not long 
ago and got it clarified with Mr. Ward. 

Q. In other words, you have observed these 
things but you have not had the authority 
to do anything about it? 

A.I didn’t feel it was my duty or authority 
to be a stool pigeon. If I was a Leadman 
it might be different. 

Q. If you had been a Leader it would have 
been different? 

A. Yes. I might have had some authority to 
report it directly to the supervisor and 
cooperate with him to pick up some of 
this lost motion and get production mov- 
ing a little faster.” 


The Arbitrator felt compelled to note in his 
opinion that: 

“. . . it is conceivable that part of the work Smith 
performed could be considered to fall within the 
scope of a Leader’s duties. However, it is not neces- 
sary to distinguish which of the duties performed 
were those of a mechanic or those of a Leader. For 
by his own testimony Smith acknowledges that he 
could not and did not exercise the one vital func- 
tion which distinguishes a supervisor (even on 
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the lowest rung of the supervisorial ladder) from 
the most highly skilled non-supervisor employee, 
namely, the power or authority effectively to en- 
force plant discipline and direct the activities of 
others. Such powers cannot be assumed or under- 
taken voluntarily by the employee, but must be 
delegated by management.” 


In sustaining the company, these were the 
crucial considerations of the arbitrator, and 
yet they were not developed by company repre- 
sentatives. As all too often happens in human 
relation problems, the employer’s main argu- 
ments were directed toward proving that Smith 
did not perform in large part the extra job 
duties which the grievant and his supporting 
witnesses claimed. Because, even if Smith’s as- 
sertion had gone unrebutted in all of its claims, 
he still could not have been sustained by the 
arbitrator, because he failed in the one basic 
test which distinguishes a supervisory employee 
from a highly skilled worker, even one with 





exceptional leadership capacity. It should be 
noted that there was no union contention of 
implicit delegation of supervisory authority 
upon Smith by the company. 


SUMMARY 


In summary, dealing with labor relations 
problems is too complex and dynamic a proc. 
ess for undeviating rules and procedures to he 
applicable for all situations and at all times, 
The observations and comments in this article 
are largely intended to deepen the insights of 
those who have the unenviable task of making 
the decisions and minimizing the risks when 


resorting to arbitration as a solution to a col- | 


lective bargaining impasse. There are no rules 
which are not meant to be broken at one time 
or another. But people who break these rules, 
because they are unaware of their existence, 
proceed at their own peril. 





The fine art of executive decision consists in not deciding questions that are not 
now pertinent, in not deciding prematurely, in not making decisions that cannot 
be made effective, and in not making decisions that others should make. 


Chester I. Barnard 
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PAUL F. WENDT 


Lessons from the Old World 
for America’s City Builders 


The significance of growing urban congestion, decay, and obso- 
lescence to his business and to him personally is all too evi- 
dent to the businessman. This article proposes basic changes in 
urban planning, municipal financing, and the role of local gov- 
ernment to make American cities efficient for business and 


attractive for living. 


Every year, millions of Americans go abroad 
to gaze in wonder and admiration at the great 
cities of Western Europe. Meanwhile, as the 
American city dweller schemes to escape the 
noise, dirt, and drabness of most large cities 
in the United States, the physical and economic 
deterioration of American cities becomes a 
critical public problem. Is it possible that the 
experiences of the “Old World” in urban de- 
velopment hold promise for city builders in 
the United States? Can Europe’s planners and 
developers teach their colleagues in America 
how to plan, develop, and preserve cities which 
can be a source of pride to their citizens and 
the nation? 

We have much to learn about building beau- 
tiful, livable cities. By identifying the under- 
lying factors which have made European cities 
so attractive to us and by recognizing our his- 
torical and institutional differences, we can 
find useful lessons on ways and means of build- 
ing on Europe’s experience. 


VISITOR’S IMPRESSIONS 
OF EUROPE’S CITIES 


The American who visits the major Euro- 


pean cities—Paris, London, Madrid, Rome, 


Stockholm, Geneva, Copenhagen, etc.—is struck 
by their varied beauty, vitality, and individual- 
ity. In seeking the bases for his over-all favor- 
able impression he can identify several distinc- 
tive but related elements. At first glance he is 
struck by their pulsating life, by the multitude 
of well-kept historical monuments and parks, 
by the concern over the natural beauties of the 
surrounding areas, and by the cleanliness that 
generally characterizes the European city. The 
mixture of old and new is not merely confined 
to the buildings—the life of the city dweller 
reflects an amazing variety of blends of an- 
cient and modern modes of living, often pic- 
turesque and often depressing or bizarre, but 
always giving the city its own character. 
Among the citizens he senses a strong sense of 
tradition and loyalty to the city, which mani- 
fests itself in more than a desire for external 
cleanliness and neatness. Good city govern- 
ment, effective planning, and rational land 
development are found to be logical counter- 
parts of civic pride. 

The American traveler is pleasantly sur- 
prised to find that the beauties of nature have 
been carefully preserved in and around a large 


number of Europe’s — ities. The development 





MR. WENDT, who spent several months in Europe during 1958 studying European cities, is Pro- 
fessor of Business Administration, University of California, Berkeley. 
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along the Po River in Turin, the Neckar in 
Heidelberg, the Rhine at Bonn, or the water- 
fronts around Copenhagen and Stockholm are 
in startling contrast with the developments 
along New York’s Hudson or East Rivers, the 
Chicago, Mississippi, or Ohio Rivers. Many of 
America’s cities have somewhat belatedly rec- 
ognized the importance of natural beauty to 
civic welfare: New York, Chicago, Oakland, 
Philadelphia, and many other cities are en- 
deavoring to reclaim natural beauty lost to 
depredation. In order to forestall urban de- 
terioration and its aftermath of fiscal bank- 
ruptcy, European cities carefully preserve 
natural beauty as one of their most valuable 
urban resources. 

To the enthusiasm for cleanliness and nat- 
ural attractions is added the respect for age 
and tradition. In many ways, the best main- 
tained buildings in Europe are the oldest build- 
ings. A study by Leo Grebler describes how in 
most European countries large amounts of re- 
sources have been and are being allocated to 
the task of restoring historical monuments.’ It 
can be argued that European cities have dem- 
onstrated too great a concern with merely re- 
placing the old structures demolished during 
World War II and that errors of the past, at 
great cost, are frequently perpetuated through 
too high a regard for tradition. Nevertheless, 
it would appear that American cities would do 
well to nurture and guard the sense of tradi- 
tion by preserving the best of what is old, rather 
that the worst slum areas. 

One major secret of Europe’s success in pre- 
serving natural beauty and antiquity, and one 
no doubt irretrievably lost to America since 
1776, is the heritage which Europe’s kings and 
nobles left in monumental palaces, beautiful 
garden parks, and large virgin areas of wood- 
land. The rich beauty of the Palacio Real, the 
Alcazar, and the Alhambra may be the greatest 


- Leo Grebler, Europe’s Reborn Cities, Urban Land 
Institute Technical Bulletin No. 28, (Washington, 
D.C.: 1956), p. 67. 
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heritage left by the Moorish and Spanish mop. 
archy. Bordering the city of Turin, Italy, the 
traveler can drive for miles through the palace 
grounds surrounding Stupenigi, former hunt. 
ing preserve of Italy’s royalty, preserved today 
as open countryside. Skansen and Ladugirds 
Gardet, Stockholm’s beautiful park and recrea. 
tional areas, were originally part of the King’s 
deer park. The Bois de Boulogne in Paris and 
St. James Park in London do much today to 
bring the natural beauty of the country within 
reach of the city dweller. 

The preservation of historical monuments 
and of open areas in European cities also has 
tremendous importance for their financial well. 
being, since it protects European cities against 
the same elements which contribute to neigh- 
borhood obsolescence and deterioration in 
many American cities. 

Rigorous and positive local controls over 
commercial, residential, and industrial land 
development are important factors adding to 
the harmony in the European urban scene. The 
community is regarded as having a vital and 
sometimes even a controlling stake in decisions 
regarding long-term use of land in Europe. 
Subdivision and other plans for land develop. 
ment are accorded long and careful scrutiny by 
civil servants. Every attention is given to the 
preservation of natural and historical features, 
the adequacy of provisions for education, rec- 
reation, and other public purposes, as well as to 
the minimizing of costs to the community for 
roads, sewers, and other utilities. 

An American visitor to Europe is surprised 
to find that mixed land uses can be pleasing if 
development and land use are adequately con- 
trolled. It is not unusual in Europe to find 
stores, offices, and light industrial uses in the 
same neighborhood, or even in the same build- 
ing with residences. The distinctive thing noted, 
however, is that the nuisance factors are mini: 
mized. European cities have for many years 
followed the practice of integrating certain 
types of industrial plants into urban and sub- 
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urban communities in a manner which meets 
industrial location standards and at the same 
time preserves the amenities of the area as a 
place to live. 

Stronger local planning and development 
powers in Europe are also apparent in the con- 
trol of land development on the peripheries of 
cities. In general, European cities seem to begin 
and end “somewhere” and not to extend indefi- 
nitely into the country, connected with neigh- 
boring cities by an endlessly depressing chain 
of used car lots, junk shops, and other foot- 
loose fugitives from the high-rent district. 

The admirer of Europe’s more rational urban 
structure must recognize that car ownership 
in Europe has not even approached American 
dimensions and that existing transportation 
modes do not to the same extent favor sprawl- 
ing urban areas. The United Kingdom had 12.2 
persons per passenger car in 1956 while Swe- 
den had 9.9 persons per passenger car. These 
ratios are similar to those prevailing in the 
United States in the early 1920’s. By contrast, 
West Germany had 30.8 persons per passenger 
car in 1956 while the United States had one car 
for every 3.1 persons. It is apparent that the 
great onslaught of the auto has just begun in 
many of Europe’s cities. The great plazas, es- 
planades, and boulevards, in combination with 
relatively good rapid transit facilities and a 
heritage of strong cycling legs, are doing much 
to contain the first advance. 

It appears to the observer from the United 
States, however, that the battle has only begun 
and that wholly inadequate steps are being 
taken in most European cities to prepare for 
the rapidly expanding use of the private auto- 
mobile. Arterial streets are still being routed 
through central business districts and residen- 
tial areas are being laid out in some of Britain’s 
“New Towns” with little or no provision for 
off-street parking or traffic circulation. The ad- 
vancing automobile age may thus prove a se- 
vere test for the European city. Nevertheless, 
well administered land use controls and devel- 
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opment powers in the European urban scene 
promise a more successful adjustment to the 
automobile than was achieved in the United 
States. 


REGIONAL PLANNING 


The better planned urban structure evident 
in European cities can be attributed to the skill- 
ful integration of national, regional, and local 
policies under the aggressive leadership of 
competent local administrators. 

The British Town and Country Planning Act 
of 1947 required every local planning authority 
to submit development plans to the Minister for 
approval. These plans must allocate land for 
foreseeable development, must make adequate 
provision for residential, commercial, and in- 
dustrial development, and must reserve land 
likely to be wanted for public needs. The Min- 
istry advises local planning authorities during 
the preparation of plans and endeavors to co- 
ordinate planning in the metropolitan areas.’ 

Under the New Towns Act of 1946, thir- 
teen “New Towns” have been developed in 
Great Britain. This represents a bold new ex- 
periment in urban planning through public 
development corporations. Although develop- 
ment progress has been slow, the “New Towns” 
represent striking evidence of the pressing pub- 
lic demands for such planning in Great Britain. 

The Swedish law on town planning, in effect 
since 1931, covers building in all urban areas, 
and, in certain cases, in rural communities. It 
provides that no new building can be under- 
taken in cities or towns unless it is in con- 
formity with the town plan. Town plans provide 
for adequate means of transportation with out- 
lying areas, preservation of open country on 
the borders of cities, and provision for future 
town expansion.’ Legislation in 1947 made pro- 
visions for master plans for communes and 


2 Ministry of Housing and Local Government Report 
for the Period 1950/51 to 1954, Chapter V. 

®’ Leonard Silk, Sweden Plans for Better Housing, 
(Durham, North Carolina: Duke University Press, 
1948), pp. 95-96. 
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for regional plans for more than one commune. 
(The number of communes in Sweden was re- 
duced from 2,498 to 1,037 in 1952.) Regional 
plans have been drawn up for the Stockholm 
district and the Goteborg district. Integrated 
industrial and residential communities such as 
Vallingby and Farsta, on the fringe of Stock- 
holm, are the result of this regional planning, 
guiding the growth of Swedish metropolitan 
areas. 

German cities have long exercised strong 
planning and development powers. The first 
steps in regional planning were taken in Ger- 
many during the twenties. In 1935, under the 
Nazi regime, regional planning was completely 
centralized in a Reichsstelle fiir Raumordnung 
(National Land Planning Agency), and the 
country was divided into “planning districts” 
(Planungsrdume). This centralized organiza- 
tion was shortlived. 

With the demise of the Third Reich the cen- 
tral control of regional planning disappeared 
and the functions were taken over by the Lan- 
der (states). The efficiency with which the 
states have dealt with planning matters has 
varied among different regions, mainly due to 
the uncertainty which existed about the future 
organization of the administrative divisions of 
the country. In the post-World War II period 
the federal government has endeavored to im- 
plement a so-called “Green Plan” through co- 
operation between the German Rural District 
Council (Deutscher Landkreistag) , the German 
Towns Federation (Deutscher Stadtebund), 
and through the German Farmers Association 
(Deutscher Bauernverband). The Ministry for 
Housing has aided in the coordination of re- 
gional planning through its control over house- 
building.* 

The superior financial strength of Europe’s 

‘For details on scope and organization of the pres- 
ent Landesplanung see in particular section on Nor- 
drhein- Westfalen in Hans-Burkhard Klamroth, Organi- 
sation und Rechtliche Grundlagen der Landesplanung 
in der Bundesrepublik Deutschland und in Berlin, 


Mitteilungen aus dem Institut fiir Raumforschung, 
Heft 16 (Bonn: January 1954), pp. A5-A16. 





cities is the most strategic factor, however, 
in achieving desirable patterns of land devel. 
opment. Stronger municipal finances permit 
large-scale city ownership of land both withiy | 
the city and on its periphery, assure the finang. , 
ing of long-term planning and capital improve. 
ments, and aid efficient administration. The 
landholdings of many German cities exceed 
the total developed area of the city. Many of 
the suburban developments around Stockholm 
have been carried out on city-owned land and’ 
the city government has followed a long-term 
policy of land acquisition on its peripheries, 
City acquisition of extensive land holdings oy 
the outskirts of Madrid is a key factor in imple 
menting the regional plan for that city. Londo } 
and other British cities, particularly the “Ney 
Towns,” have moved aggressively in recent 
years to acquire land for future development, 
The sources of greater financial strength are | 
found in the local tax structures and in exten. 
sive programs of national financial aid to Ey 
ropean cities. Considering the multitude of 
different municipal revenue systems in Europe, 
it is possible only to touch upon a few in very 
general terms. British cities receive most of 
their income from property taxes (rates) and 
Exchequer grants. It is important to note, how. 
ever, that the “rates” are paid by the occupant 
of both publicly and privately owned housing 
and, as such, become something in the nature 
of an income rather than a property tax. 
German cities base their revenues on prop 
erty taxes and on a special type of trade ta 
known as Gewerbesteuer, which is imposed on 
the income and capital of all business enter 
prises. It is based upon business income, capi 
tal, and payrolls. The tax on payrolls is admin 
istered as a withholding tax to be paid by the 
employer, but is borne in varying degrees bj 
the employees and purchasers of goods ani 
services as well. Each local government fixe 


its own percentage tax rate.” 


°From: Helmut Wéaber, Die Raumordnungspol 
tische Bedeutung der Gewerbesteuer, Mitteilungen au! 
dem Institut fiir Raumforschung, Heft 39, p. 15. 
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The Scandinavian municipalities, on the 
other hand, employ a combination of the indi- 
vidual income tax and the general property tax 
for their revenues. The national government in 
Sweden collects both national and municipal 
income taxes, which are paid in one package. 
After the end of the income year, the govern- 
ment pays out to the individual localities their 
portions of the taxes collected. Local govern- 
ments establish their own tax rates in Sweden. 
Needless to say, this system minimizes the prob- 
lems of administration and evasion of local 
income taxes without interfering with the in- 
dependence of local governments. An impor- 
tant advantage of this system is that the citizen 
is keenly aware of the level of municipal ex- 
penditures, and the quality of his city gov- 
ernment is of great importance to each local 
taxpayer. 

Financial strength lies at the root of respon- 


sible and efficient European municipal govern- 


ments, which are doubly blessed with strong 
powers and a proud citizenry. These elements 
make it possible for European cities to assume 
leadership in their own development, and, in 
contrast to many American cities, to appear as 
masters of their own destinies. 

Other factors contribute to the greatness of 
European cities. Their rich heritage from the 
past in the form of palaces, parks, and monu- 
ments are guarded as living parts of the city. 
Rational controls over new development are 
combined with careful preservation of natural 
beauty and of existing structures and neighbor- 


hoods. Through a variety of techniques, local 


development is integrated with long-term re-_ 


gional planning. Undergirded by strong mu- 
nicipal finances, European cities assert positive 
leadership in their growth and development. 


LESSONS FOR AMERICA’S 
CITY BUILDERS 


What can America’s city builders learn from 
their European forebears? Important histori- 


cal, economic, and institutional differences 


must be considered in answering such a ques- 
tion. The European city’s rich heritage from 
the past obviously cannot be equaled by the 
American city. Also, large-scale public owner- 
ship of land is contrary to the ideals of many 
Americans. Strong concepts of private property 
rights are deeply imbedded in American law 
and, although subject to continuing change, 
are not parallel with European traditions. 

But three other factors which have been sig- 
nificant in the development of European cities 
provide important, applicable lessons for us: 
area planning, strong municipal finances, and 
positive action by urban governments. Specifi- 
cally, then, American cities today can adopt 
three important and practicable recommenda- 
tions which would go far toward effecting a 
more favorable comparison with their Euro- 
pean counterparts. 

First: The planning and development powers 
of American cities should be extended over 
metropolitan areas. 

It is commonplace knowledge that America’s 
cities are growing most rapidly on their periph- 
eries and that the maintenance of urban liv- 
ing amenities requires area-wide planning and 
development controls. Addressing himself to 
the question, “Does the metropolitan area need 
a government?” Luther Gulick of the Institute 
of Public Administration says: 

... In some areas the work which falls between the 
many jurisdictions is water supply; in others it may 
be waste disposal, pollution control, education or 
housing, health, crime or flood and fire protection. 
Generally, there is an imbalance of local financial 
resources with resulting luxury for some and tax 
deficiencies for others. But everywhere there is 
chaos as to the major circulation system and pat- 
tern including highways, railroads, air facilities, 
mass transportation, and provision for traffic. 

It is now evident that there are inherent reasons 
why such problems cannot be handled effectively by 
bits and pieces, each in the hands of independent 
jurisdictions. 

And when it comes to zoning, land use regulation, 
and the system for circulation and traffic, the under- 
lying problems become impossible of rational attack 


unless there is a single center for coordinated analy- 
sis, planning, and action.® 


°“Metropolitan Organization,” The Annals, Novem- 
ber 1957, pp. 58-59, 
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The formation of a National Conference on 
Metropolitan Problems in 1956 under the aus- 
pices of the Government Affairs Foundation 
was a recognition of the growing importance 
of metropolitan problems in American urban 
society. Almost 60 per cent of the population 
of the United States lived within 168 standard 
metropolit..: areas in 1955 and it has been esti- 
mated that the population in these areas will 
rise to almost 70 per cent of the total, or over 
150 million persons by 1976. It is little wonder 
that city planners and other public administra- 
tors focus attention on the need for improve- 
ment in metropolitan government today. 

Three general types of solutions have been 
proposed for the problems of area-wide coor- 
dination of governmental functions in Ameri- 


can cities: 


1. Structural reorganization of governmental 
units in metropolitan areas, involving such 
steps as area-wide unification through an- 

the 

federated metropolis, and the metropolitan 


nexation, city-county consolidation, 
city-state. 

2. Intergovernmental cooperation through joint 
operation of facilities, sale or provision of 
services by the central city to other cities 
and unincorporated areas, and various types 
of metropolitan planning. 

3. The organization of metropolitan special dis- 
tricts as independent units of local govern- 
ment with the necessary legal powers to carry 
on specific local functions or combinations 
thereof. 


Studies carried on by the Institute of Public 
Administration at the University of Michigan 
in 1951, by the Bureau of Public Administra- 
tion at the University of California, Berkeley, 
in 1957, and by other agencies suggest that 
intergovernmental cooperation and the organi- 
zation of special metropolitan districts are gen- 


erally viewed as the most expedient solutions.’ 


7 Betty Tableman, Governmental Organization in 
Metropolitan Areas, Michigan Government Studies, 
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Some authorities hold the view, however, that 
intergovernmental cooperation cannot be truly 
effective without an area-wide legislative body 
and that the organization of numerous metro. 


politan special districts may actually create | 


severe problems of governmental coordination 
and tend to forestall a more fundamental soly. 
tion to the problems of metropolitan areas, It 
is significant to note that a 1956 study, The 
States and the Metropolitan Problems, pub. 
lished by the Council of State Governments, 
recommended (a) enabling legislation author. 
izing the creation of broadly based metropoli- 
tan units of government; (b) review of state 


: a ; wee 
laws governing municipal annexation and in. 
tergovernmental agreements; (c) investigation ° 


and appraisal by the states of the adequacy of 
their local governments, with changes where 
needed; and (d) creation of a permanent state 
agency charged with the task of studying and 
helping to improve local governments—both 
metropolitan and nonmetropolitan. 

Recent successful experience with compre. 
hensive governmental reorganization in such 
communities as Baton Rouge, Atlanta, and Tor. 
onto illustrate some of the important advan. 


~ 


tages of comprehensive governmental reform, | 


A recent report by the Metropolitan Toronto 
Commission of Inquiry summarized the four- 
year experience under a federated metropolitan 
government as follows: 


... great progress has been made in removing the 
serious obstacles to the economic growth and devel- 
opment of the area which seemed insurmountable 
under the former out-dated system of rigidly divided 
jurisdictional areas and an equally rigid and unbal- 
anced distribution of taxable resources.* 
No. 21 (Ann Arbor: University of Michigan Press, 
1951). 
University of California, Berkeley, The Bureau of 





Public Administration, Adapting Government to Met | 


ropolitan Needs, Assembly Interim Committee Re 
ports 1955-57, XIII, 11. 

§“Toronto Plan Found ‘Sound and Practical’,” Me 
tropolitan Area Problems, Volume I, Number 5, p. 3. 
See also Hilliard B. Wilson “Forms of Metropolitan 
Government” address given at City Managers’ Depart 
ment, 60th Annual League of California Cities Com 
ference, October 27, 1958, Los Angeles, p. 14. 
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Successful integration of county and city 
government in Los Angeles and similar devel- 
opments under way in Honolulu, Dade County, 
Florida and other communities point the way 
for improvement in metropolitan governmental 
organization in cities of the United States. 

Second: American cities: must be made 
stronger financially through a major shift in 
the sources of municipal revenues. 

Strong municipal finances of many Euro- 
pean cities permit large-scale city ownership of 
land both within the city and on its periphery 
assure the financing of long-term planning and 
capital improvements, and aid efficient adminis- 
tration. Cities in the United States have been 
faced with the problem of revenue deficiencies 
since the 1930s. Expenditures of large cities 
rose by approximately 75 per cent from 1948 
to 1956, and total local government expendi- 
tures in corresponding metropolitan areas in- 
creased even more rapidly. A leading authority 
on municipal finance identifies the root of the 
metropolitan financial problem as “... how to 
get more funds than existing revenue systems 
will produce, without unduly impinging on 
private production.” 

The principal revenue sources used by cities 
in the United States to meet rising costs have 
been increased property taxes, state subven- 
tions, and sales taxes. Tradition, convenience, 
and expediency combine with the benefit prin- 
cipal to encourage the use of the general prop- 
erty tax. It is becoming increasingly evident, 
however, that many large American cities, 
whose financial needs are most critical, cannot 
count on constantly expanding property values 
and that increasing taxes on real property act 
as a deterrent to the very types of investment 
which the cities seek to encourage. Studies by 
the Public Administration Service have shown 
that the sales tax is administered inefficiently 
in many cities, that it is regressive on equity 
grounds, and that it encourages consumer pa- 


“Lyle C. Fitch, “Metropolitan Financial Problems,” 
The Annals, November 1957, p. 66. 





tronage in tax-free areas. Growing public re- 
sistance is encountered to expanding Federal 
programs of financial aid for cities. 

The need for increased revenues to carry 
forward expanding programs of local public 
services has forced a large number of cities to 
enact municipal income taxes. Sparked by the 
early efforts of New York and Philadelphia in 
the 1930’s, a number of cities have adopted the 
income tax since World War II. Toledo, Colum- 
bus, Springfield, and Youngstown were fol- 
lowed by other Ohio cities in imposing a 
municipal tax on incomes in 1948 and 1949. 
Among the larger cities adopting income taxa- 
tion in the past five years have been Cincinnati, 
Pittsburgh, and St. Louis. In a 1955 study, en- 
titled The Municipal Income Tax, Sigafoos 
estimated that only 434 of the 4,753 local ju- 
risdictions in the United States eligible to 
levy income taxes had enacted local income 
taxes. Although six states had legal provi- 
sions permitting local income taxation (Ken- 
tucky, Minnesota, Missouri, New York, Ohio, 
and Pennsylvania), use of the municipal in- 
come tax was largely confined to Pennsylvania 
(142 cities) and Ohio (16 cities). Only five 
states have constitutional prohibitions against 
local income taxation (Florida, Idaho, Louisi- 
ana, Maryland, and Tennessee). 

Present municipal income tax laws in the 
United States have been criticized as lacking 
exemption and progression features. The taxes 
presently in effect in Pennsylvania, Ohio, and 
a few other states lack the all-important admini- 
strative simplicity and rest largely on wages 
and salaries. It is also undoubtedly true that 
evasion problems have arisen in attempts at 
local administration. It seems abundantly clear, 
however, that a state-administered municipal 
income tax, modeled after the federal income 
tax, would be superior in many ways to the 
sales tax as a complement to the general prop- 
erty tax in the metropolitan revenue structure. 
Joint collection of municipal and state income 
taxes on a basis similar to that in effect in Scan- 
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dinavian countries would do much to simplify 
and improve the administration of such taxes 
and their more general adoption would reduce 
greatly the public distaste for local income 
taxation.” 

The urban dweller today knows that it costs 
money to administer a large metropolitan area 
and that it costs more to run it better. He is 
not so naive as to believe that the landlords, 
through the general property tax, the federal 
or state governments, through subventions, or 
the out-of-town visitor, through sales taxes, 
will pay, in the last analysis, for the expenses 
of his community. Why not, therefore, adopt 
the community income tax as the most practi- 
cal means of restoring the necessary financial 
strength to America’s cities? An income tax is 
a fairer method of allocating tax burden than 
either the general property or sales tax. Adop- 
tion of a community income tax, with appro- 
priate exemptions, would reduce some of the 
deterrent effects upon investment of the con- 
stantly increasing general property taxes and 
would eliminate many undesirable features of 
the municipal sales tax. Greater financial inde- 
pendence of cities would reduce their reliance 
upon federal and state government subven- 
tions. The large-scale adoption of community 
income taxation, integrated with metropolitan 
government organization, would provide the 
basis for a revitalization of metropolitan areas 
in the United States. 

Third: American cities must shift from their 
traditional negative role to become positive 
and controlling factors in urban planning and 
development. 

Improved financial strength and broadened 
regional planning and development powers 
should set the stage for the emergence of 
American cities as positive forces controlling 
their future development. Federal and state 
enabling legislation of the past decade has 

* The city of Fort Worth, Texas, held a special elec- 
tion to approve the levying of a one per cent income 


tax on November 18, 1958, but the proposed amend- 
ment met with defeat. 


broadened the planning and development pov. 


ers of local governments. Zoning and condem. 
nation powers have been consistently extended 
and broadly interpreted by the courts. It seems 
fair to say that what is most needed is dynamic 
leadership from within urban governments, 
The assumption by American cities of such a 
key role will require a new cadre of highly 
trained city builders and administrators, The 
tasks of building and rebuilding cities are not 
for the old ward-boss or the spare time of the 
local banker or contractor. An able and dedi. 
cated urban civil service, the sine qua non for 
rational metropolitan development, is of course 
dependent upon improved financial strength 


of metropolitan urban communities. 
e e o 


Europe’s great cities can provide an inspira- 
tion for city builders in this country. Cities 
must be good places in which to live as well as 
to make a living. The attractiveness of nature, 
open space, fresh air, quiet, grass, trees, and 
water must be reclaimed from the inroads of 
concrete, asphalt, and smog. Places of amuse- 


ment, music halls, art museums, parks, and 


~ 


playgrounds, as in Europe, must be available» 


to all the people and in the center of cities. In 
the urge to tear down and redevelop, it is im- 
portant to remember to preserve the best of 
that which is old and traditional. Proper main- 
tenance and preservation can do much to re- 
duce the rate of urban obsolescence, to shine up 
the statues and restrict the ugliness and gar- 
ishness of much commercial development. Pub- 
lic transportation must be made so cheap, 


attractive, and convenient that people will have 


no incentive to bring cars downtown. The sub- 


sidies needed to accomplish this will be far less 
than the cost of freeways and parking plazas 
in the centers of cities and will free the centers 
from the noise, dirt, and inconvenience of pres 
ent-day auto traffic. 

Finally, the city dweller must be able to 


escape to the country, and it shouldn’t be fifty 
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miles away. City builders must reclaim land 
on their peripheries from a sea of auto grave- 
yards, gasoline stations, and country slums 
and restore the boundaries between city and 
country. 

The achievement of these goals will un- 
doubtedly require stronger public controls over 
land development. Recent steps taken in many 
American cities and states to control unsightly 
and unharmonious land development and the 
general strengthening of concepts of public 
control reflect an underlying trend in land use 
policy in the United States. The very pace of 
urbanization in the United States, however, 
dictates the necessity for a speed-up in public 
understanding and acceptance of the important 
role of government in preserving the amenities 
and values in urban areas. The experience in 
many European countries indicates that rela- 
tively high and stable levels of private invest- 
ment in land development can be maintained 


ys) 


under a broadened system of public controls. 
How many billions of dollars in expenses for 
flood damage, land condemnation for public 
uses after development, and needlessly expen- 
sive public improvement might be avoided by 
adopting a system with some of Europe’s safe- 
guards. 

These are the lessons of the “Old World.” 
They seem to involve alternatives and tech- 
niques known to American cities for a long 
time. The real contribution from European 
cities, therefore, is the inspiration to use ways 
and means already at hand. 

It is clearly evident that the adoption of 
these techniques will involve sacrifices in time, 
short-run profits, and liberty of action for the 
individual property owner. It is only through 
such sacrifices, however, that American metro- 
politan areas can achieve a rational structure 
and their citizens develop that sense of pride 
and respect which is the mark of the great city. 





Hell is a city much like London—A populous and smoky city. 


Percy Bysshe Shelley (1819) 








ROBERT K. JAEDICKE 





Output Decisions Under a 
Guaranteed Annual Wage Plan , 


—how a GAW plan affects the level and scheduling of output 
and changes the concept of labor cost from one of variable to 


opportunity cost. 


The guaranteed annual wage plan’ of the 
George A. Hormel & Company creates many 
problems which must be considered by the 
Company in its decision as to how the labor 
force should be used. This agreement not only 
affects the Company’s decision on the best level 
of output, but also raises many complications 
in the preparation of accounting reports to be 
used for supporting output decision and for 
reporting the results of an output decision 
which has already been made. These problems 
are the subject matter of this article. A brief 
description of the Hormel Company and its 
guaranteed annual wage plan precedes the 
analysis. By way of conclusion, the applica- 
bility of these problems to other firms that do 
not have a guaranteed annual wage plan is 
discussed. 


THE HORMEL COMPANY’S PLAN 


The Hormel Company is a meat-packing 
company with its main plant in Austin, Min- 





‘For a description of their guaranteed annual wage 
plan and its effect on the operations of the Company, 
the author is indebted to the officials of the George 
A. Hormel & Company. However, quantitative data 
used throughout his article are hypothetical and bear 
no specific relationship to actual Company operating 
statistics. 


nesota, and with several other plants and sales 
branches located throughout the United States, 
In the early 1930’s, the Hormel Guaranteed 


Annual Wage Plan was established. Because 


of the nature of the meat-packing industry and 
the number of employees covered, the Hormel 
Plan has received much attention since its in. 
ception. This plan guarantees a standard num. 
ber of hours of pay each week to all covered 
employees. The employee receives each week 
for 52 weeks a minimum gross pay which 
amounts to his wage rate times the number of 
hours in his standard work week. Thus, if the 
wage rate is $2 per hour and the standard work 
week is 38 hours, the employee’s minimum 
gross pay is $76 per week. This weekly sum 
may be exceeded because of overtime provi- 
sions which will be described later and which 
make it desirable for the Company to avoid 
overtime unless the entire labor force is being 
fully utilized. 

The yearly guaranteed amount may also be 
exceeded because of payments for holidays and 
vacations. For example, an employee may ac 
tually work 1,976 clock hours (52 weeks x 38 
hours) during the year and receive a gross 
weekly pay of $76 for this period. During the 





MR. JAEDICKE completed this study, with the help of a Ford Foundation grant, while he was 


member of the faculty of the University of Minnesota. He is now Assistant Professor at the Har- 


vard Graduate School of Business Administration. 
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year he will accrue vacation and holiday hour 


credits. If these hour credits amount to two 
weeks, the employee will be paid for two addi- 
tional weeks at the end of the year. This pay, 
however, is at straight time rather than at time 
and one half. This situation is referred to as 
one of ‘‘over hours,” as compared with “under 
hours” which occurs when an employee is paid 
for the guaranteed number of hours but works 
less than this number (adjusted for holidays 
and vacations). 

The guarantee of the Hormel Company is a 
continuous guarantee; that is, the Company 
must give the employee 52 weeks’ notice before 
he can be released. Hence, any decision to re- 
duce the size of the labor force must be made 
52 weeks in advance if a cost penalty is to be 
avoided. Having made this continuing guaran- 
tee, the Company has the right to use the labor 
hours when (throughout the year) and where 
(on what operations) it wishes, subject to cer- 
tain overtime restrictions. Since the overtime 
restrictions are somewhat complex, they will be 
discussed in detail. The intent is not to burden 
the reader with needless detail but rather to 
clearly establish the limitations which are im- 
portant considerations in the later discussion. 

The Company is subject to four different 
overtime restrictions. If operations are within 
all four of these restrictions, the employees will 
be paid at straight time. If any one of these re- 
strictions is exceeded, the Company will have to 
compensate the worker at time and one half 
for all hours in excess of the restriction which 
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was broken. These restrictions’ are as follows: 

1. If an employee works in excess of 12 hours 
in any one day, he must be paid at an over- 
time rate for all excess hours regardless of 
the number of hours worked during the 
week. Thus, if an employee works 14 hours 
in one day and only a total of 14 hours for 
the week, he must be paid overtime for 2 
hours. 


2. If an employee works in excess of 10 hours 


in any one day, the Company must pay over- 
time for all hours worked in excess of 48 
hours for that week. 


3. If an employee works in excess of 53 hours 


in one week, he must be paid overtime for 
all hours over 53 hours in that week. This 
provision applies even if the employee is 
within the daily overtime limitations set 
forth in (1) and (2) above. 

4. If an employee works more than 2,000 actual 
clock hours for the guarantee period (the 
labor year), the Company must pay over- 
time on a retroactive basis for all hours in 
excess of 40 hours per week. The standard 
work year for most employees is 1,976 hours 
(38 hours per week). 


In order to illustrate the overtime restric- 
tions, several examples are given in Tables 1 
and 2. Referring to Table 1, assume that an 
employee works 2,005 hours during the year. 
For the five weeks listed in Table 1, the retro- 
active overtime computation is given in Table 2. 


* The overtime restrictions are taken from the labor 
contract at one plant. 

















TABLE 1 
CoMPUTATION OF OVERTIME Pay Hours 
Clock Hours Worked 
Week Regular | Overtime 
Pay Hours|Pay Hours 
Mon. Tues. Wed. Thurs. Fri. Sat. Total 
ree ele veaee 9 9 9 9 9 8 53 53 0 
MP2 ce ecedes, 10 10 10 10 10 8 58 53 5 
ee eee oe 10 10 10 11 10 0 51 48 3 
SE ee ea 13 8 8 8 8 0 45 44 1 
2 to a Ue 13 10 10 10 10 0 53 48 5 
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TABLE 2 





CompuTATION OF Hours To BE Pain RETROACTIVELY AT 4% Time Rate 














: Regular . Overtime Hours | Hours to be Paid 

Week Hours Worked Pay Hours Excess Hours usin ae Yer at Se Tee ee 
POG y ce wists id pk vs 53 40 13 0 13 
SN anim coats a sans 58 40 18 5 13 
Be at ickids ata Rew sees 51 40 11 3 8 
ly see ark oe 45 40 5 1 4 
MOR Leia oe tt a) arc. as ath 53 40 13 5 8 
UN oid oh detard avid 260 200 60 14 46 




















1 Employees have already been paid for these hours so the extra pay at one-half time rate puts the overall pay rate for such hours 


on a time and one-half basis. 


PROBLEMS OF WORK SCHEDULING 


One of the important problems created by 
the Hormel guaranteed annual wage plan and 
the related overtime provisions involves work 
scheduling to insure the best use of the labor 
force throughout the year. For example, assume 
that the Company has guaranteed 800,000 man- 
hours for 1958. Once the estimated level of out- 
put has been established for 1958, the Com- 
pany must schedule the output among the in- 
dividual workers to obtain the fullest possible 
utilization of the 800,000 guaranteed hours. It 
is undesirable to pay over hours (hours in 
excess of the guarantee) to some employees 
and under hours (payment for time not 
worked) to other employees at the same time. 
It would be particularly undesirable to be in 
such a situation if the over hours are paid at 
an overtime rate. Actually, the Company does 
not mind paying over hours at a straight time 
rate if the general labor situation is one of 
over hours. This being the case, the over hours 
would be productive hours. The situation to be 
avoided is to overuse one segment of the labor 
force while underusing some other segment. 

The labor force of the Company is divided 
into “gangs.” The size of each gang may vary 
from only a few to several hundred employees 
depending on the particular manufacturing 
process or job involved. There is a foreman 
in charge of each gang. The size of the gang 


can be adjusted if necessary, with the released 
workers moving to some other gang or to the 
extra gang. 

The problem of work scheduling and the 
control of labor hours occurs at two different 
levels. First, given a certain output schedule, 
the Company must decide on the proper size 
of each gang. Second, the gang foremen must 
make certain that the individuals on the gang 
are used effectively. The objective of both of 
these decisions is the same: to secure a full 
and even utilization of the labor force and pre- 


. » } 
vent under and over hours from being paid 


simultaneously. Both of these problems must 
be solved within the framework of the over- 
time restrictions and the basic annual guar- 
antee. 

The Determination of Gang Size. The Com: 
pany has several choices in establishing the 
size of each gang. The first step, in any case, 
is to estimate the rate of output for each month 
during the year. This estimate depends pri- 


marily on the forecast of livestock availability 


and the forecast of the selling market (includ 
ing prices in each case). Once the Company 
has determined the killing schedule, the size 
of the gangs required to put the schedule into 
effect can be determined. However, at this 
point, the vacations and holidays must be con- 
sidered by adding these hours to the hours re- 
quired for processing the desired level of out- 


put. The Company may choose a gang size 
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large enough to kill the estimated number of 
livestock and cover all vacation hours. If this 
is the choice, the gang may work under hours 
until the vacation period and then, with a 
reduced gang size, begin to work over hours 
until the accumulated under hours are balanced 
out. 

Another choice which might be made by the 
Company would be to establish a gang size 
large enough to handle the output, but not the 
vacation and holiday requirements. The addi- 
tional men needed to handle the vacations 
would be used during nonvacation months on 
jobs which could be started or discontinued 
temporarily. The product involved in these 
temporary operations might be one that can be 
processed and stored for sales throughout the 
year or one which can be sold either processed 
or unprocessed. When the vacation months ar- 
rive, these temporary operations could be dis- 
continued (the product being either stored or 
sold unprocessed) and the size of the livestock- 
processing gangs could be increased. The 
choice between these two methods of handling 
vacations would be determined primarily by 
whether or not the temporary processes are 
profitable. This, in turn, would depend on the 
availability and the cost of livestock and the 
market value of meats and by-products. 

The overtime restrictions limit the minimum 
size of any gang. This is more of a problem 
than it seems because the supply of livestock 
fluctuates. Because the output does fluctuate 
throughout the year, the Company may have 
to adjust the gang size in order to work enough 
over hours in times of great supply and yet 
prevent under hours for the year. If the over- 
time restrictions (particularly on a weekly 
basis) were more lenient, such adjustments in 
gang size would perhaps be unnecessary. For 
illustrative purposes, assume that three hours 
of labor are required for processing one unit 
of raw material. The supply of raw materials 


and the general production situation is given 


by Table 3. 
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TABLE 3 
Lasor Hours REQUIRED TO Process Livestock 
Estimated 
Quarter of the Year Livestock Labor Hours 
(13 weeks) Processing Required 
Schedule 
| Se rp eee i 10,000 30,000 
YEP e EO ee 20, 000 60,000 
Re Fee ee ere 5,000 15,000 
a Cee ie 15,000 45,000 
"POGOe. 5s 2365S. OR 50,000 150,000 











Assume that the flow of livestock is uniform 
within each 13-week period. In this example, 
if it were not for the weekly overtime restric- 
tions, the 50 thousand livestock could be proc- 
essed with a 75-man gang, each member of 
which works a total of 2,000 hours for the year. 
Thus, the Company would meet the annual 
overtime restrictions (as well as the daily 
restrictions), but the average work week by 
quarter would be as given in Table 4. 


TABLE 4 


AVERAGE WorK WEEK REQUIRED TO 
Process LIVESTOCK 








Quarter of the Average Work Week for 








Year a 75-Man Gang 
| Re rr rar 5: | 30.8 hours per man 
Er a rere | 61.6 hours per man 
ee ar iat 3S 15.4 hours per man 
De ATE i mrerctor t 46.2 hours per man 





As shown in Table 4, the work weeks during the 
second quarter would call for 61.6 hours per 
week and the Company would exceed the 53 
hours per week overtime limitation. Thus, a 75- 
man gang throughout the entire year is not 
possible without paying overtime. 

In order to avoid overtime (assume a gang of 
75 men), the Company will need to increase 
the gang size during the second quarter to 
obtain at least 8.325 additional hours (60,000 
hours required less 51.675 hours possible for 
75 men working 53 hours per week for 13 
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weeks). These additional men may be trans- 
ferred from a temporary operation (where the 
product involved may be stored or temporarily 
discontinued) or they may be transferred from 
some operation which has enough of a slack 
season to permit the dovetailing of the two 
operations. 

In other quarters throughout the year, the 
gang size must be reduced to less than 75 men 
in order to use the 8,325 hours which the orig- 
inal gang could not work during the second 
quarter because of the overtime restrictions. 
The excess men might be used to build up other 
regular operations during a busy period or 
they might be transferred to a temporary 
operation. 

The Problem of Gang Balance. Once the 
Company has decided on the size of each gang 
and has met the yearly and weekly overtime 
restrictions, the second problem of achieving 
a balance within each gang must be solved. The 
foremen must be kept informed of the hours 
of each individual so that the overtime restric- 
tions are not exceeded by some workers while 
others are being paid for time not worked. In 
other words, as each gang must be fully or 
evenly used, so must each individual member 
of each gang. This problem can be solved by 
mere bookkeeping, but the simplicity of the 
problem should not hide its importance from 
a cost viewpoint. 

The foremen of each gang must see that no 
one individual builds up too many over hours 
if the gang situation is one of under hours. If 
this happens, the employee may exceed the 
yearly or weekly overtime restrictions. If setup 
time is required, it must be passed around or 
the setup man must be sent home early so that 
he will not build up too many hours. Although 
these problems can be solved by proper polic- 
ing and hour-reporting procedures, they are 
nevertheless a possible source of large cost 
inefficiencies. These problems are a direct re- 
sult of the guarantee and overtime provisions. 


THE OUTPUT PROBLEMS 


In the preceding discussion, it was assumed ! 
that the level of output had been determined, 
Given this level of output, certain work-sched. 
uling problems had to be solved. The problems 
to be investigated in this section of the article 
are the effects of the Hormel labor rigidities on , 
decisions regarding the proper level of output, 
For convenience, this discussion will be divided 
into two sections as follows: (1) the effect of 
the Hormel guaranteed annual wage plan on 
the decision of the estimated level of output 
for the coming year; and (2) the effect of the ’ 
Hormel guaranteed annual wage plan on 
changes or adjustments in the output schedule 
throughout the year. In the discussion it is 
assumed that the Company faces a given 
process of production. 

The Level of Output. Assuming that profits 
are to be maximized, the level of output for the 
coming year would be chosen by equating 
marginal cost and marginal revenue. Assume, 
for example, that the Company could estimate 
the following data for 1958: (1) the number 
of livestock to be available for 1958, (2) the 
cost of the livestock, and (3) the selling value 
of the processed product at the time of sale, 
The output schedule chosen would be one 
where the difference between the total cost and 
the total revenue is at a maximum (where, 
marginal cost equals marginal revenue). The 
real question is whether the labor cost is fixed 
or variable with respect to output. If the wage 
bill is fixed, there is really no output decision 
to make at the beginning of the year; that is, 
there is no question of how much labor to com 
tract for, just a question of when to use the 
available labor force. If the wage bill is variable 
with respect to output, an output decision must 
be made at the beginning of the year to deter: 
mine the size of the labor force to be employed 


throughout the year. 


The Company faces three general types d 
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cost: raw materials cost, labor cost, and plant 
costs. There is little doubt that while the raw 
materials cost is variable with respect to output, 
a large part of the plant cost is fixed. If the 
Company could adjust the size of its basic 
labor force (without a cost penalty) at the 
beginning of each year, the labor cost would be 
variable with output and this cost would then 
be relevant to an output decision at the be- 
ginning of the year. The independent variable 
which is the supply, cost, and selling value of 
the livestock would have to be estimated at the 
beginning of the year so that the size of the 
labor force could be determined. The output 
decision at the beginning of the year would be 
important under these conditions. Under the 
terms of the guarantee, however, the basic 
labor force (the problem of increasing the size 
of the labor force is discussed later) is fixed, 


because the Company must give 52 weeks’ © 


notice before it is possible to make a cost-free 
adjustment. Hence, in looking at the coming 
year the Company has a fixed plant and a fixed 
minimum amount of labor. The important de- 
cision is to determine when to use this mini- 
mum labor force throughout the year, since 
the size is already determined. Thus, as far 
as the basic labor force is concerned there is 
no output decision at the beginning of the 
year; the only important output decision is a 
continuing one. 

The Company does face a decision regard- 
ing the size of the labor force in the sense that 
the guarantee contract sets the floor or mini- 
mum size of the labor force. If more labor is 
desired, the Company can hire more workers or 
pay overtime to the existing labor force. The 
decision to hire more workers for the Hormel 
Company is similar to the decision to lease a 
machine. It is impossible to buy an hour of 
labor time because if a new man is hired the 
Company must buy at least 1,976 labor hours 
from the day that a 52 weeks’ notice is given. 
This is like being able to terminate a lease one 


GUARANTEED ANNUAL WAGE PLAN 61 


year from the date of notice. Consequently, 
the only output decision necessary at the begin- 
ning of the period calls for a long-run (more 
than one-year) projection of output possibili- 
ties. If the long-run projection of livestock cost 
and supply and product selling values indicate 
that a permanent increase in output is desir- 
able, the Company may commit itself and hire 
more laborers. If the long-run projections call 
for a decrease in the labor force, such a deci- 
sion must be made a year in advance. For all 
practical purposes, however, such a projection, 
although it is important, is almost impossible 
to make. Thus, the important decision to be 
made is a continuing decision—which output 
to buy throughout the year, i.e., when the labor 
force should be used. It is possible to have a 
problem of choosing the size of the labor force 
at the beginning of the year; but, because of 
the difficulty of projecting the future, such a 
decision probably would not be reduced to a 
quantitative measurement. 

Changes and Adjustments in Output 
Throughout the Year. The important question 
regarding changes or adjustments in the level 
of output insofar as the Hormel guarantee is 
concerned is to determine when labor has a 
cost and when it is costless. The output deci- 
sion at the beginning of the year fixes the 
basic labor force and thus its cost is fixed. 
However, in decisions of when to use the labor 
force throughout the year, the cost of labor is 
neither a fixed nor a variable out-of-pocket cost 
but is an opportunity cost. 

Assume that the labor year is the 52-week 
period ending October 31. For this 52-week 
period the Company has guaranteed approxi- 
mately 2,000 hours of pay to each worker. If 
the Company decides to use one twelfth of the 
available hours in November, the cost of the 
labor used depends on the output possibilities 
for the remainder of the labor year; that is, it 
may be more profitable to use less than one 
twelfth of the hours in November because more 
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livestock will be available at more favorable 
prices (considering both the buying and sell- 
ing price possibilities) in December and later 
months. Thus, by using the hours in November, 
the Company may be unable to take advantage 
of a favorable market later in the year without 
(1) incurring overtime (even on the hours 
used in November) or (2) increasing the size 
of the labor force and perhaps paying some 
under hours for the incremental workers. 
Consequently, the cost of using labor at any 
time throughout the year is an opportunity 
cost and depends on the opportunities facing 
the Company for the remainder of that guar- 
antee period. 

As has been pointed out, the output oppor- 
tunities that will exist in the future depend on 
a projection of the availability, the cost, and 
the selling value of livestock. It is possible to 
decide when and how to use the labor time 
only after this information has been assembled. 
The measurement problems encountered in 
establishing this information are extremely 
difficult to solve. It is almost impossible to 
make an advanced prediction for even a few 
months. The fact that the Company has a guar- 
anteed annual wage and does face certain 
overtime restrictions complicates the decision- 
making process by shifting the pertinent cost 
calculation from an out-of-pocket cost to op- 
portunity cost. 

The evaluation of how operations are 
progressing cannot be made by comparing 
November, 1957, with November, 1956. Very 
little would result from such a comparison be- 
cause the two periods might differ according 
to the opportunities that exist for the remainder 
of the year. If the gangs were working under 
hours in November, whether this is good or 
bad would depend entirely on the prices and 
supply of livestock for the remainder of the 
year. The cost of labor used during November 
may be zero or may be extremely high—higher 
than the out-of-pocket cost. The following two 
situations illustrate this point. 

1. (Under-Hour Operations) Assume that 





the Company has been operating at under 
hours for the first quarter of the year, i, 


during the first quarter of the year, only one 


sixth of the labor hours have been used, 
Whether this situation is desirable depends on 
the future output possibilities. The danger jg 
that this situation can continue so that regard. 


less of how much time is worked in the re. } 


mainder of the year, payment for time not 
worked will have to be made. To illustrate, 
assume that one worker has worked 1,50) 


hours of a 2,000 hour guarantee by October ], 


There are only 4 weeks remaining in the labor . 
year to work off 500 hours. Even if the plant 


works 53 hours per week, only 212 hours 
could be used. In this case 288 hours can never 
be used, but will have to be paid. In such an 
instance, perhaps the hours used during the 
previous November were costless. 

The real question in an under-hour situation 
is when do the hours cease to have an oppor. 
tunity cost? If only one third of the hours had 
been used by the end of the second quarter, the 
Company might feel that some of the hours 


are free and two alternatives seem possible. 


On a purely theoretical analysis, it would | 


seem that the Company can pay more for live. 
stock in an attempt to increase the supply and 
work off the under hours. Such a course of 


action may “minimize” a loss rather than 


maximize a profit. However, the unit variable , 


cost of livestock is not constant in that the 
higher price for the additional livestock wil 
tend to become the price for all livestock. 
Hence, the marginal cost of livestock increases 
rapidly. Also, the impact of such a procedure 


on the selling market and future supply of | 


livestock is so uncertain that this procedure is 
probably undesirable. 

The Company may search for other uses of 
the excess labor time. It may be possible to 
start certain related operations that can be 
operated on a temporary basis. When the sup 
ply of livestock begins to increase, the tempo- 
rary operations can be stopped. The choice of 
which processes to engage in can be made by 
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maximizing the return (selling value less vari- 
able costs other than labor) on the labor hours 
used by each process. 

2. (Over-Hour Operations) As a second ex- 
ample, assume that the Company is operating 
at over hours and finds an extremely favorable 
market and supply of livestock. A question may 
arise as to how to obtain additional output. 
If the situation appears to be temporary, the 
Company may increase the work week to 53 
hours or possibly go into overtime and then 
plan to scale down operations later in the year. 
The cost of this plan depends on the prices and 
selling value of livestock later in the year. If 
the increased supply appears to be permanent, 
it may be possible to hire additional labor. The 
cost of this alternative is the out-of-pocket cost 
of the additional labor used plus any payment 
for time not worked that might have to be made 


to these workers this year or in the following ~ 


year. 


THE ADEQUACY OF 
ACCOUNTING REPORTS 


With the need for opportunity cost informa- 


tion, a real question arises as to the adequacy 


of conventional accounting reports. Two types 
of reports will be considered: (1) profit re- 
ports—internal accounting reports designed 
for reporting the results of some past period, 
and (2) cost reports—accounting reports pre- 
pared as an aid in making output decisions. 

Profit Reports. How should the labor cost 
be computed for purposes of evaluating the 
results of some past month’s operation? Ordi- 
narily, the out-of-pocket cost of the labor used 
(ignoring inventory fluctuations) , perhaps ad- 
justed for fringe benefits, would be deducted 
from the revenue in the determination of the 
net profit for the period. However, with the 
guaranteed annual wage, the pertinent or actual 
cost that should be used for monthly profit 
reporting depends in part on what happens 
during the remainder of the labor year. The 
out-of-pocket cost of the labor used during any 
one month could be either higher or lower than 
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the actual cost. The out-of-pocket cost and the 
actual cost would be the same only if (1) the 
actual labor hours worked by each worker dur- 
ing the labor year are the same as the hours 
guaranteed to each worker for the same period, 
and (2) if no overtime payment is made. The 
actual cost of the labor used in any particular 
month might be different from the out-of- 
pocket cost for at least two reasons. Two ex- 
amples are given to illustrate this conclusion: 

1. (Under-hour operations.) Assume that the 
Company has guaranteed 2,000 hours of work 
for the labor year and 200 of these hours were 
used during November. If the wage rate is 
$2.00 per hour, the N - mber labor cost would 
be $400 only if the remaining 1,800 hours are 
worked during December and later months and 
no overtime is paid. If only 800 of the remain- 
ing 1,800 hours are worked during the labor 
year, the effective cost of labor would be $4.00 
per hour ($4,000 paid/1,000 hours actually 
worked), and the cost of the labor used dur- 
ing November would be $800 instead of $400. 
The out-of-pocket cost of labor in December 
and later months (when the hours not worked 
are paid) would be higher than the actual 
cost. 

2. (Overtime operations.) Assume that the 
situation is the same as given above except that 
the Company actually uses 1,900 hours during 
December and later months. Also, assume that 
the 200 hours used during November were 
used at the rate of 50 hours per week for 4 
weeks. The cost of the 200 hours used during 
November, under these conditions, would be 
(1) $400 paid during November, plus (2) $40 
(10 hours per week for 4 weeks times $1.00, the 
overtime premium), the overtime paid in De- 
cember and later months on November hours 
as a result of exceeding the 2,000 hour guar- 
antee. The out-of-pocket cost of labor during 
December and later months would be higher 
than the actual cost because of the overtime 
payment on the November hours. 

From the discussion above, it is apparent 
that the out-of-pocket cost of labor used during 
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any month may be a very poor measure of the 
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actual cost. The actual labor cost for any part 
of the labor year cannot be determined with 
certainty until the labor year has been com- 
pleted. The value of an interim report prepared 
for a month coming early in the labor year is 
probably quite limited. Perhaps the report 
could be improved by making it more narra- 
tive; that is, a description might be added to 
the report which would give information on 
the estimated possibilities for the remainder of 
the year. Such a description might aid in es- 
tablishing the meaning of the out-of-pocket cost 
as a measure of the actual cost. As the year 
progresses, the Company may be better able 
to evaluate the opportunities and might adjust 
the labor cost figure to reflect any under hours 
or overtime that might be expected. 

Cost Reports for Decision-Making. The main 
difference between costing for historical profit 
reporting and costing for decision-making is 
that in one case a past period is involved and 
in the other case the future is the important 
time period. For making output decisions, the 
Company needs to know the cost of using a cer- 
tain number of hours for a coming period 
rather than the historical cost of the hours used 
last period. The cost of using hours in the com- 
ing period is an opportunity cost and depends 
on the opportunities existing for the remainder 
of the labor year. If the question of whether or 
not to use 200 hours during November arises, 
the cost of these hours might be zero (if they 
could not be used later in the labor year) 
or the cost might be the net realizable value of 
product foregone later in the year because the 
hours were used during November. Still an- 
other possibility is that the pertinent cost for 
decision-making might be the overtime out-of- 
pocket cost which must be incurred to produce 
output later in the labor year. The out-of- 
pocket cost of labor may be a very poor indi- 
cation of the opportunity cost as described 
above. The out-of-pocket cost of an hour of 
labor indicates that the value to the Company 
of each hour of labor time is equal. In trying 


to decide when to use the labor, the value of 
an hour of labor time, of course, varies. This 
value depends on the cost and selling value of ' 
livestock, which fluctuate throughout the year, 

The problem of choosing output could be 
solved, under conditions of certainty, by maxi. 
mizing the return according to the scarce pro. 
duction factor which, in this case, is labor , 
time. Conceptually, the Company should com. 
pute the excess of the selling value over the cost 
of livestock (this excess will be referred to as 
the marginal income) for each batch of live. 
stock that might possibly be purchased during 
the coming year. The marginal income for each _ 
batch should then be divided by the labor hours 
required to process it. The output should be 
chosen for the coming year in order to maxi. 
mize the rate of return on production hours; 
that is, the batches of livestock with the highest | 
marginal income per labor hour should be 
chosen first. This procedure will enable the 
Company to choose the best use for the 2,000 
guaranteed hours, 

If overtime is to be incurred or if more 
workers are to be hired, the regular marginal 
analysis should be used; that is, in order to’ 
decide whether or not to pay overtime to proc- 
ess certain batches of livestock, the Company 
should compare the additional revenue with 
the additional cost. The cost should include 
any overtime payments. If the revenue is, 
greater than the cost, the livestock should be 
processed since there is no scarce factor. 

Under conditions of uncertainty, the same 
general approach as outlined above might pos 
sibly be used to decide how to use the basic 
2,000 guaranteed hours. If the question is. 
whether or not to use 200 hours during No 
vember, the marginal income per hour for No 
vember livestock should be estimated. Ther, 
in order to determine whether to use thes 
hours during November or whether to save 
the hours for later months, the Company should 
estimate the marginal income per hour if the 
hours are used later in the year. If the mar 


ginal income per hour for later months is esti 
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mated to be higher than the marginal income 
of November hours, the hours might be saved 
and used later. It may be that the marginal 
income per hour, if the hours are saved, can 
only be roughly estimated and cannot be re- 
duced to quantitative measurement. However, 
by using this approach, the pertinent compari- 
son will always be made even if all of the data 
cannot be reduced to dollar terins. 


IMPLICATIONS FOR OTHER FIRMS 


The effect of the Hormel guaranteed annual 
wage plan on decision-making is extremely im- 
portant because of the change in the pertinent 
cost concept. The agreement also creates prob- 
lems in reporting the results of past operations. 
This is not, however, a common type of wage 
contract. This being the case, are the ideas 
presented in this article of limited usefulness? 

The Hormel contract fixes the minimum 
amount of labor and the labor cost for each 
52 week-period. Subject to certain overtime re- 
strictions, the labor hours can be used through- 
out the period as the Company desires. (In this 
respect, the Hormel situation is more flexible 
than in other firms where the overtime restric- 
tion is 40 hours per week.) With respect to the 
guarantee, it seems that such a situatien could 
exist in any firm in which management feels 
a strong obligation not to lay off employees, 
even in times of depressed business activity. 
Such an attitude, even though there is no for- 
mal contractual arrangement, creates a situa- 
tion much like that of the Hormel Company. 
As a matter of fact, if management has this 
attitude (even with regard to seasonal fluctua- 
tions) it seems more realistic to recognize that 
the labor cost is fixed in total (and is an oppor- 
tunity cost) rather than to assume that direct 
labor is always a variable cost, an assumption 
which appears throughout accounting litera- 
ture. 

It is also possible for the cost concepts of 
production factors other than labor to be af- 
fected by other kinds of agreements which 


affect certain costs. For example, a firm may 
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enter into a long-term lease contract for equip- 
ment or a purchase contract for raw materials, 
subassemblies, or electric power where the con- 
tracts specify a minimum supply for a given 
period. The cost of using such a factor is the 
opportunity cost of not having the factor later 
in the contract period, or the cost of having to 
pay a different price for an additional supply 
of the factor. The opportunities which the firm 
faces determine the pertinent cost, and this 
cost may be either higher or lower than the out- 
of-pocket cost of the factor. In such a situation, 
the out-of-pocket cost may be unrealistic for 
both decision-making and profit reporting. 

In conclusion, it appears that contractual 
arrangements which specify the price and 
quantity of production factors create a need for 
opportunity cost information. To recognize this 
need is important. Such a recognition creates 
substantial doubt as to the adequacy of con- 
ventional profit reports and cost accounting 
analysis where these tools concentrate on out- 
of-pocket cost calculations. 
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CHARLES K. FERGUSON 


Management Development in 


“Unstructured” Groups 


—an account of how a new training device works to improre 
the personnel skills of managers. 


A prominent airline official, in the early stages 
of his participation in one of the many “un- 
structured groups” sponsored by various busi- 
ness, social, educational, and industrial agen- 
cies for executive development, compared his 
feeling to that of the pilot who radioed, “I’m 
lost, but making damn good time.” 

The ambivalance of this executive’s feeling 
is typical of almost everyone’s first reaction 
to his participation in an “unstructured 
group,” for the experience is not quite like any 
other learning experience. An “unstructured” 
group is one in which there is no agenda, no 
predetermined subject to discuss, and no rules 
of procedure; its members are strangers to 
each other, and—what is more—despite the 
presence of a training-staff member, it has at 
the outset no leader. And executives find them- 
selves in this amorphous, what-are-we-sup- 
posed-to-do situation, with the assumption that 
they will develop further managerial skills. 

Managers who have never been part of such 
a group may be nonplussed to learn that such 
organizations as the American Red Cross and 
the American Cancer Society on one hand and 
Esso Standard Oil on the other take their top 
executives off to isolated resorts to participate 
in such groups, presumably for management 
development. That anything constructive could 


come out of such an Alice-in- Wonderland git. ! 
uation has no logic on the face of it. To some, 
if only social service organizations were ep. 
gaged in such an activity, it could be e&. 
plained on the basis that such organizations 
full of “do gooders” as they are thought to be, , 
can be expected to try anything. And when 
military commands of the Air Force, Army, 
and Navy follow the pattern and place similar 
reliance upon unstructured groups for the 
training of managers, skeptics can charge it 
off to the fact that, after al’, the services als 
are public bureaucracies and like social agen.) 
cies do not spend their own money on wild 
schemes. But, when hardheaded, profit an 
loss conscious, tough-minded industrial firms 
like Esso Standard Oil, Champion Paper and 
Fibre Company, R.C.A., and Republic Avis 
tion, trod the same path, it may be time to 
look at what these strange groups have to of 
fer the development of managerial resources 


‘Esso Standard Oil is in the process of conducting 
a series of two-week management development pr 
grams built around unstructured groups at the Gul, 
Hills Dude Ranch, Gulf Hills, Mississippi, for betwee 
five and six hundred managers from its Baton Rouge 
Louisiana refinery. Republic Aviation uses a residet 
tial center known as Scotch Mist on Long Island ani 
Champion Paper has such a center in North Caroline 
These companies and others are investing a great ded 
of resources in the systematic use of unstruciurel 
groups for management development purposes. 





MR. FERGUSON is Head of Conferences and Program Consultation, University Extension, awl 
Lecturer in the School of Nursing, University of California, Los Angeles. 
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The unstructured group, as it is currently 
being used for management development pur- 
poses by social, governmental, and industrial 
organizations, was conceived by the late social 
psychologist, Kurt Lewin, and his students and 
colleagues. It is a contrived group of ten to 
twenty people who are as nearly as possible 
unrelated to each other by pre-existing organi- 
zational or friendship ties. Members of a given 
group are as close to being strangers to each 
other as it is possible to arrange and, also in- 
sofar as possible, do not have hierarchical rela- 
tionships in the same organization. Training 
staff members in a group consist of one or two 
persons highly experienced in this kind of 
training who typically create a leadership 
vacuum by refusing to function in a conven- 
tional leader or teacher role. 

The beginning stage of a group is character- 
ized by deliberate attempts to minimize status 
differences (participants are encourged to wear 
sport clothing, to call each other by first names, 
etc.), and to encourage interaction (seating is 
usually circular or arranged with the greatest 
opportunity for eye-to-eye contact among all 
members of the group). After some brief at- 
tempt at orientation by one or more members 
of the staff, an unstructured group comes face 
to face with the hard unyielding fact “that there 
is no structure except that we are all here in 
this room, that nothing further will be done for 
us, we do not know each other, we do not know 
clearly wh: . we are supposed to do, we have no 
organization, no method, not even any common 
ideas to begin with, and we are committed to 
stay together for several days or several weeks.” 

Here the group members sit, looking at each 
other, grown men and/or women, high salaried 
people, busy important leaders at home, stuck 
off somewhere in the comfortable wilderness 
for a whole week or two or three, with no 
course charted, no leadership offered, no prece- 
dent to follow, with the need to make something 
out of an apparent nothing. 
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One should not be expected to believe that 
out of shaplessness can come shape; that out of 
lack of structure can come organizational 
methods, skills, growth and development. Yet, 
with very rare exceptions, that is precisely what 
happens. Growth comes not to children or 
adolescents but to mature, experienced, re- 
sponsible managers. 

An unstructured group of this type is vari- 
ously called a T group (for training), a D 
group (for development), a B group (for 
basic), etc., but whatever its name, its basic 
characteristic is relative absence of initial 
structure. The unstructured group as an in- 
strument for training was pioneered by the 
National Training Laboratory in Group Devel- 
opment at Bethel, Maine, under the leadership 
of Leland Bradford, and over the last dozen 
years has been embroidered, refined, modified, 
and experimented with both at Bethel, in other 
myriad activities of the National Training Lab- 
oratories, and in a number of Regional Train- 
ing Laboratories and Universities throughout 
the country. The development of unstructured 
groups has also been influenced by the students 
and works of Carl R. Rogers, J. L. Moreno and 
others. The University of Michigan, the Uni- 
versity of California at Los Angeles, the Uni- 
versity of Chicago, the University of Texas, 
Boston University, Massachusetts Institute of 
Technology, California Institute of Technol- 
ogy, and the University of Utah, have been par- 
ticularly active centers in using and expand- 
ing the unstructured group for management 
development purposes.” 

We could compile a lengthy list of agencies, 
groups, and firms across the country that have 
used unstructured grovps as a primary instru- 
ment for managerial development. These have 


* These centers conduct a great variety of programs 
using the unstructured group, both for undergraduates 
and for various professional and vocational groups. 
Programs range all the way from intensive residential 
sessions to once-a-week non-residential sessions spread 
over several months. 
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had an impact upon literally thousands of 
managers. 

Why? Why all the interest in unstructured 
groups? What is the fire that is producing so 
much smoke? 


WHAT HAPPENS IN 
UNSTRUCTURED GROUPS? 


At the outset, the major compelling fact 
about an unstructured group is that it requires 
people to behave without knowing what is ex- 
pected of them. It thus mobilizes in each indi- 
vidual the impulses, theories, and interpersonal 
skills that seem to him appropriate to make 
sense out of an ambiguous situation in which 
the only materials to work with are other 
human beings. How to relate to this fuzzy situ- 
ation to make meaning of it is the key issue 
facing each group member. Each member is 
confronted, either consciously or subcon- 
sciously, with such questions as: “Should I 
attempt to lead toward something or should 
I wait and follow?” “Should I push for the 
familiar order of Chairman and use of Roberts 
Rules or should I wait to see what happens?” 
“How much should I tell them about myself?” 
“Shall I try to find out more clearly who these 
other people are?” “Should I resist the person 
who seems to be moving too fast or push the 
person who seems to be moving too slowly?” 
“Should I withdraw or proceed, listen or talk, 
joke or swear, comfort or punish, complain or 
suggest?” 

What inevitably happens is that some mem- 
bers are silent, guarded, watchful, and some 
are competitive, controlling, aggressive. Some 
are logical, rational, steady, and some are 
emotional, anxious, volatile. Each member 
demonstrates in this situation a significant part 
of his own behavior and sees such demonstra- 
tions on the part of other members. Since a 
manager’s own attitudinal and behavioral sys- 
tem is the central ingredient of his managerial 
role, he is thus given the opportunity to see 
his attitudes and behavior, and those of others, 





played out in dramatic relief against the illy. 
minating backdrop of an unstructured group, 

In the interchanges that always ensue, a map. / 
ager comes to discover more about himself and 
his theory and skills as a manager, and, 
through other group members, more about the 
reactions of human beings with whom he jp. 
evitably must work as a manager. He can see > 
clearly illustrated, in interaction of which he 
is a part, some aspects of his self-motivation, 
something of the dynamics of others and of 
group processes that lie at the heart of his or. 
ganizational and personnel responsibility as . 
a manager. Because the behavior dynamics ob. 
servable in an unstructured group contain most 
all the dynamic elements of all human groups, 
the lessons the participant learns can be ap 
plied in other group situations. 


EMERGENCE OF STRUCTURE 


In an unstructured group, authority is de. 
liberately diffused. The staff member does not. 
typically assume any authority in the early 
stages of a group, or, if he does, he usually lets 
it go quite quickly. No clearly defined person 
is boss here. The person at first assumed to be ’ 
boss (the staff member) will not act like a boss, 
There seems to be no clear cut locus of author. 
ity, so the group comes to grips right off with 
the problem of providing an authority struc. 
ture. Structure always emerges. Some sub- ; 
group or some person appropriates or is en- 
dowed by the group with authority. Sometimes 
the particular structure that emerges succeeds; 
sometimes it fails. Exercise of authority aiways 
produces consequences; it is this cause and 
effect relationship between the exercise of av- 
thority structures and its consequences that 
becomes one of the principal subject concern 
of the group. 

To see structure built before your eyes ani 
to see and feel the consequences of that struc 
ture is a unique experience, one that offers a 
unparalleled learning opportunity for mar 
agers. Although the manager at home deals 
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constantly with organizational structure and 
authority and the consequences of its exercise, 
he is rarely put in a position where he can 
come to appreciate as richly as in an unstruc- 
tured group the relationship between structure, 
authority and the human consequences of its 
exercise. It is not too much to add that under- 
standing and implementing the everchanging 
relationship between organizational structure 
and its consequences is the primary responsi- 
bility of management. This primary relation- 
ship is being studied by increasing numbers of 
managers in the dynamic fashion that char- 
acterizes its operation in life: in unstructured 
training groups. 


ESSENTIAL INGREDIENTS 


All unstructured group training programs 
depend for success upon five minimum ingredi- 
ents: Interaction Experience, Participant Ob- 
servation, Feedback, Conceptualization, and 
Staff Competence. 

]. Interaction Experience: Interaction al- 
ways occurs among group members in the face 
of nonstructure. It is predictable that the pres- 
sures produced by silence and leadership abdi- 
cation by training staff members will arouse 
sufficient anxiety in group members so that one 
member will begin to talk with others, As soon 
as one does, and it is usually quite soon, the 
group is off to the races. Once the first verbal 
stimulus is loosed, a continuous chain of inter- 
personal action and reaction is unleashed that 
will be ended only by the time limit of the 
training program. 

The interaction of an unstructured group is 
a process that all members are caught up in, 
even those who try to withdraw or resist. Some 
people have tried consciously to remain aloof 
without success, but the human drive to in- 
fluence the course of affairs to which one is a 
party is too strong. It leads even the most 
sophisticated and aloof to take part in shaping 
the group destiny in a way that makes best 
sense to him. The very lack of structure acti- 
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vates the impulse toward self preservation and 
provides as strong an energizer as a human 
group could have. 

“‘Who’s got the dice?” was the first phrase 
in one unstructured group that began the in- 
teraction process. The process had no trouble 
sustaining itself. So commonplace a thing as 
conventional introductions unprovided can 
lead to an immediate and frequently heated 
controversy over “whether or not we should 
introduce ourselves in the group.” Since there 
is no subject matter predetermined, “what we 
talk about” often becomes a heated battle- 
ground. And, of course, once having decided 
what to talk about, an even more involving and 
explosive possibility can develop out of group 
consideration as to “how to talk about it” 
and/or “when to stop talking about it.” All of 
these questions pale beside the basic challenge 
of “what are we here for? ’ 

An unstructured group’s attempt to define 
its own task, or its own goals, can precipitate 
conflict and interaction that is lively indeed. 
These issues, which may seem trivial to the 
reader, perform a vital function: they make 
interaction possible. Indeed they incite a most 
basic cand vivid form of human dynamics. 

2. Participant observation: When Person A 
cuts off Person B, this is always observed by 
others in a group, noted, and filed silently 
away in a storehouse of impressions. When 
Person C consistently either supports or op- 
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poses Person D on every issue this impression 
is also filed. As a matter of fact, if you are a 
member of an unstructured group, a dozen or 
so other people are constantly observing the 
way you sit and look, what you say and do; 
and in the process, they are developing some 
feeling, some evaluation, and some general re- 
actions about you. In the meanwhile, you join 
everyone else in observing everyone else. And 
every member observes the group. If in the 
beginning, all the women are silent while all 
the men talk, this too is observed. Should some- 
one dedicated to peace use a gift for blarney to 
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prevent any issue from joining or any conflict, 
this is sure to be noticed. So are the ones who 
do not talk or talk too little. So are the ones 
who talk too much. So are the clowns and the 
solid citizens, and the pessimists and the die- 
hards and the blockers and the naive optimists 
and all the role-types known to every human 
group. So are the bids for leadership, direct 
and indirect. The practical men notice the 
men who generalize about principle, and vice 
versa, and each says to himself, “Oh, oh, we 
have to watch those boys.” So everyone watches 
everyone else, except those he assesses as un- 
worthy or too insignificant to watch—and 
those not being watched, being human and 
sensitive, are particularly likely to watch those 
not watching them. 

At first you tend exclusively to watch others, 
but before long you begin also to watch your- 
self. You learn to observe cause and effect rela- 
tionships in behavior, even when you are an 
active participant in the process. You are 
helped to become a diagnostician and an in- 
creasingly competent _ participant-observer 
through the subtle example of the trainer, who 
tends sooner or later to use himself as a diag- 
nostician, and through the influence of theory 
sessions (outside the unstructured group) 
where you are systematically acquainted by 
staff members with a variety of diagnostic con- 
cepts and tools. This development of partici- 
pant-observer skill is the second key ingredient 
making for success. 

3. Feedback: Each member of an unstruc- 
tured group must have the opportunity to 
learn from the observations of other group 
members by having these observations ex- 
plicitly and directly stated (or fed back) to 
him. Group members must come to realize 
the reactions they have created in others, and 
the group must have the chance to learn which 
of its dynamics or procedures are effective and 
which are ineffective by pooling observations. 
Plural ignorance or misinterpretation is the 
consequence of lack of feedback. 





There are two levels of feedback—individua] 
and group. In individual feedback, if group 
members notice, for example, that one of their 
number seems to be suspicious of every sugges. 
tion made to move the group forward and that 
he continually doodles such things as puppets 
on a string or a large cat about to pounce ona 
small mouse, they may deliberately call this to 
his attention. Once he realizes what he has been 
doing, one block to group progress may have 
been removed. And, if through feedback he is 
helped to discover the impact of a persistently 


suspicious attitude, he may well be able to , 


achieve a better relationship as a manager at 
home. 

At a group level, if stalemate for the total 
group results from tight, competitive loyality 
to subgroups and this observation can be fed 
back to them, the group is put in a position to 
set up corrective mechanisms designed to pro- 


duce an identification with the whole group | 


sufficient to achieve group movement. 

A manager can learn a tremendous amount 
through his experience in an unstructured 
group, but not without benefit of feedback. It 


. . . , . . } 
is this writer’s view that the staff member in 


an unstructured group carries the responsi- 
bility to intervene, if necessary, at strategic 
points to suggest or demonstrate a methodology 
that will insure feedback of the pertinent im. 
pressions collected by members of the group 
as it proceeds. 

4. Conceptualization: Useful, transferable, 
concept formation must follow from interac- 
tion, observation and feedback. Simply to have 


had an exciting or frustrating or stimulating ex- 


perience in an unstructured group is not 
enough to make for a successful developmental 
experience. A manager must also be able to 
form clear concepts about his behavior and 
that of others which he can apply in other 
situations. The point of managers’ learning 
about self, individual, and group dynamics in 
an unstructured arena is precisely that he can 
develop concepts which will provide guidance 
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situations. 

If a manager learns in his head and his 
yiscera as a result of an unstructured group ex- 
perience that “I have a tendency to control 
people and situations and this tendency makes 
many people mad and many situations rela- 
tively sterile,” he has a concept that he can 
take home as a conscious guide for behavior in 
the future. Similarly, if a manager learns the 
hard way that “to force a decision and action 
with a significantly large group of concerned 
people uncommitted to it means trouble in the 
long run,” he has a concept that may prevent 
for both him and his organization a great deal 
of administrative hell back on the job. If, as a 
result of taking a deviate position in the group, 
a manager feels the tremendous force of group 
pressure that comes to deviants, he is better 
able to develop concepts about deviants that 
may help him to handle creative deviation or 
originality so that it can be a source of positive 
energy to his organization. 

5. Staff Competence: For the most part effec- 
tive staff members are drawn from teaching 
faculties of educational organizations. They 
come largely from backgrounds in the social 
sciences, particularly educational, clinical, 
social or industrial psychology, and psychiatry 
and sociology. The universities and organiza- 
tions previously mentioned are reservoirs of 
much staff talent. As might be expected, staff 
members who function well in unstructured 
groups, coming as they do from a variety of 
disciplines and backgrounds, differ somewhat 
in theory and practice. 

One difference among trainers is the degree 
to which they intervene in the processes of a 
group. Another difference is in the kind of in- 
tervention they employ, all the way from ex- 
plicitly stated interpretation of processes to 
pure reflection or description without any in- 
terpretation. 

Trainers differ also in the relevant concepts 
they hold in what they see and how they feed 
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it back. Some see largely procedural or intel- 
lectual phenomena; some are mainly aware of 
emotional phenomena. Some are sensitive to 
a greater number of variables than others. 
Trainers, like all people, see what they are 
prepared to see and differ to some degree in 
their impact on a group and in their effective- 
ness as teachers. But because the persistent 
processes of unstructured groups themselves 
seem much more potent in contributing to the 
development of managers than do the idiosyn- 
cracies of trainers, tolerance for individual dif- 
ferences among trainers should be held very 
high. 

Certainly there is an important lower thresh- 
old of trainer competence. The fact is that 
top rate staff for unstructured groups is in short 
supply, but the exact qualities for successful 
staff cannot be spelled out in a highly specific, 
assured way. Probably no one would quarrel 
with the notions that competent staff should 
have a wealth of psychological insight within a 
context of understanding the broad range of 
social sciences, that they be self-disciplined and 
relatively free of a drive to exploit a group for 
their own needs, that they have a high tolerance 
for ambiguity so that they themselves can sus- 
tain the uncertainty of an unstructured situa- 
tion without prematurely spoiling it, that they 
be adequately verbal, that they be able at times 
to intervene when it becomes strategically 
necessary, that they be able to function ration- 
ally in the face of hostility and/or conflict 
focused upon them or loose in the group, that 
they have knowledge of a range of methods 
designed to result in learning and concept for- 
mation. It helps immeasurably to have staff 
who, when appropriately called upon, can con- 
vey concepts that give meaning to the unstruc- 
tured experience in a simple, clear, intelligible 
fashion. The one thing that is catastrophic is 
a conscious or unconscious trainer disbelief 
in the ability of an unstructured group to 
achieve a positive result. Since genuine belief 
comes only through experience, it is desirable 
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that the staff members themselves have been 
participants in an adequate number of un- 
structured group experiences. 

Interaction, participant observation, feed- 
back, conceptualization, and staff competence 
are all necessary to the success of an unstruc- 
tured group. It is a wonder that these essential 
ingredients seem to develop within a fairly 
wide range of staff-member viewpoints and 
behaivor: regardless of their exact beginnings 
or of their trainers’ theories and behavior, or 
of their particular constellations of personali- 
ties, unstructured groups all seem to end up 
with more or less similar results. This is not 
absolutely true, of course; there are varying 
degrees of effectiveness and success among 
groups, but it is amazing how similar are the 
courses of such varied groups. It is extremely 
difficult to ruin an unstructured group ex- 
perience. 


COSTS AND VALUE 


The training programs described here are 
costly—especially for residential programs. 
When you add travel costs to a room and 
board expense of approximately thirteen to 
twenty dollars per day per person for a period 
of several days to several weeks, to the salary 
costs of the key management personnel in- 
volved, to the consulting costs of competent 
staff, you come up with a sum that has always 
seemed quite high to organizational officials 
who hav. ot participated in the experience. 
As a matter of fact, almost every one of the 
organizations mentioned in this document at 
first resisted this approach to management de- 
velopment because of the expense. But in every 
case cited here participants’ enthusiastic en- 
dorsement has resulted in budgeting to con- 
tinue this type of management development 
program. 


There have been many attempts to measure 
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the value of this approach to management de. 
velopment in quantitative terms. There are 
such studies underway in almost every one of 
the organizations mentioned. The San Ber. 
nardino Air Force Materiel Command has done 
a series of four studies of their Leadership 
Training Laboratories which indicate a sig. 
nificant relationship between participation and 
changes in managerial behavior for the better, 
reported by both the participant-managers and 
their subordinates. Esso, Republic and other 
organizations have continuing studies under 
way and more research inevitably will be done, 
but the most impressive current level of proof 
is still to be found in the subjective experience 
of organizations and managers themselves, 

At this stage in the development of manage. 
ment education, the increasing consensus that 
experience in unstructured groups contributes 
positively to the organizational psychological 
climate and to supervisory understanding and 
skill solidly supports growing use of the un 
structured group as an instrument for man- 
agerial development. 


SUMMARY 


The unstructured group as an instrument for 
management development is being used more 
widely all the time by large business, industrial, 


social, and governmental organizations. The 


tremendous impact of unstructured groups is ' 


due to the fact that they create an unparalleled 


opportunity for managers to “see” complex 
dynamics of interaction between and among 


self and others in a context of group organiza: 


tion. The chance to participate in, and observe, ' 


the dramatic development of structure as it 
emerges in an unstructured group, and to 
evaluate its consequences, offers the most per 
tinent kind of learning opportunity for mam 


agers. 





THC 


Profe 
in fer 
histo. 
been 
quest 
mean 
at pr 
rent 
size | 
itself 
tors, 
ment 
the d 
calls. 
ness | 
upon 
papel 
educ: 
emer 
WI 
were 
1880 
train 
or m 
teach 
schoc 
the t 
busir 
were 


_ 


MR. 


t de. 
are 
1e of 
Ber. 
done 
‘ship 
Sig. 
1 and 
etter, 
s and 
other 
inder 
done, , 
proof 
‘lence 
es, 
nage: 
s that 
ibutes ' 
ogical 
g and 
1€ un 
man: 


ent for 
| more 
ustrial, 
s. The 
ups is 
-alleled 
omplex 
among 
ganiza 
bserve, ' 
e as it 
and to 
ost per: 


yr man 


THOMAS H. CARROLL 


Towards a Liberal 


Education for Business 


In response to demands from businessmen, educators, and so- 
cial critics, the education of future managers is being broad- 
ened. Some concrete actions already taken are outlined below. 


Professional education for business is surely 
in ferment. Never before in its relatively short 
history have educators in this professional field 
been engaged in such a deep and widespread 
questioning of its educational goals and of the 
means for approaching their achievement as 
at present. Several factors account for this cur- 
rent ferment. First there is the growth in the 
size and complexity of business organization 
itself. Then there are significant external fac- 
tors, such as the increasing impact of govern- 
ment and labor on business decisions. Finally, 
the development of a social environment that 
calls for increased public responsibility in busi- 
ness decision-making has placed new demands 
upon business leaders. It is the purpose of this 
paper to examine the concept of professional 
education for business that appears to be 
emerging. 

When the first collegiate schools of business 
were established in the United States in the 
1880's, their purpose was primarily to provide 
training for careers in accounting, purchasing 
or marketing. The curricula were designed to 
teach the techniques of the trade. Graduate 
schools of business came into existence after 
the turn of the century to provide training for 
business at the executive level; their curricula 
were directed toward the needs of administra- 


tors rather than technicians. Training was pro- 
vided for decision-making in the principal man- 
agement functions—production, marketing and 
finance—but it was still predominantly training 
of a specialized nature. Although the business 
curriculum was not devoid of intellectual con- 
tent, economics was the only basic discipline 
ordinarily included and the emphasis was prin- 
cipally on aspects of so-called “applied eco- 
nomics.” 

In recent years there has been an increasing 
uneasiness with this view of the role of busi- 
ness schools. Business executives as well as 
business educators have come around to a be- 
lief that the business firm is the best place to 
learn “how-to-do-it” techniques, that the func- 
tion of the business school is to provide an 
appropriate background to evolving careers in 
business. The fundamental question then be- 
comes: How can the business schools best per- 
form this function? 

The Ford Foundation has been concerned 
with problems of business education since 1954 
when its Program in Economic Development 
and Administration was established. For the 
past two years a comprehensive staff study of 
the adequacy of business school curricula has 
been under way as part of this program. Its 
director has been Professor R. A. Gordon, who 





MR. CARROLL is Vice-President of the Ford Foundation. 
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has served as a Foundation staff member on 
leave from his faculty post at the University of 
California in Berkeley.’ Dr. Gordon’s group is 
focusing its attention on the adequacy of busi- 
ness school curricula to provide competence in 
business, broadly construed. They have found 
it necessary to re-examine the organization and 
functioning of the business firm in order to 
gain a more precise picture of the range of 
activities and responsibilities that are involved. 
Although the results of this study have not yet 
been published, the Foundation has had the 
benefit of progress reports as it has taken some 
steps to strengthen and expand the scope of 
education for leadership in business and in- 
dustry.” 

From time to time the question has been 
seriously put to us whether there is any func- 
tion at all for business schools. If the purpose 
of a business school is simply to provide an 
appropriate background for careers in busi- 
ness, the argument goes, this might best be 
accomplished through a combination of a lib- 
eral arts education at college followed by on- 
the-job training. Those who hold this view 
refer to the types of technique taught in busi- 
ness schools with a vocational approach. They 
find it easy to demonstrate that these techniques 
are all too often some ten to twenty years be- 
hind those used in dynamic business enter- 
prises. In comparison, they contend, a success- 
ful liberal arts training provides a person with 
the basic abilities and skills that can be applied 
to the changing needs and circumstances of his 
business career. 

In his The Aims of Education, published in 
1929, the great philosopher Alfred North 


+The Carnegie Corporation has made a grant to 
Swarthmore College under which Dr. Frank Pierson, 
Professor of Economics, is conducting a related study 
of business education. This is one in the series of 
studies of professional education supported by that 
foundation. 

?One progress report took the form of a talk by 
R. A. Gordon to the 1958 Annual Meeting of the 
American Association of Collegiate Schools of Busi- 
ness. This was published in the California Manage- 
ment Review, I, 1, under the title “Some Current Issues 
in Business Education,” Fall, 1958, 56-67. 


Whitehead gave a vivid description of the po. 
tential contribution of broad educational train. 
ing to a business career. He stated, in part: 
“Today business organization requires an 
imaginative grasp of the psychologies of popu. 
lations engaged in differing modes of occupa. 
tion; of populations scattered through cities, 
through mountains, through plains; of popu. 
lations on the ocean, and of populations jp 
mines, and of populations in forests. It re. 
quires an imaginative grasp of conditions in 
the tropics, and of conditions in temperate 
zones. It requires an imaginative grasp of the 
interlocking interests of great organizations, 
and of the reactions of the whole complex to 
any change in one of its elements. It requires 
an imaginative understanding of laws of po- 
litical economy, not merely in the abstract, but 
also with the power to construe them in terms 


of the particular circumstances of a concrete | 


business. It requires some knowledge of the 
habits of government and of the variations of 
those habits under diverse conditions. It re. 
quires an imaginative vision of the limits of 
human nature and of the conditions which 
evoke loyalty of service. It requires some 
knowledge of the laws of health, and of the 
laws of fatigue, and of the conditions for sus- 
tained reliability. It requires an imaginative 
understanding of the social effects of the con- 


ditions of factories. It requires a sufficient con- ' 


ception of the role of applied science in modern 
society. It requires that discipline of character 
which can say ‘yes’ and ‘no’ to other men, not 
by reason of blind obstinacy, but with firmness 


derived from a conscious evaluation of relevant | 


alternatives.” 

The president of a large company is quoted 
as saying he had fifty younger executives, each 
one well qualified in such fields as engineering, 
sales, accounting, and advertising, but not one 
of them ready to succeed him. When asked why, ' 
he replied that none of them knew enough 
~ 8 Alfred North Whitehead, “Universities and Their 


Function” in The Aims of Education and Other Essays 
(New York: Macmillan, 1929), pp. 141-42. 
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about public affairs, or national and inter- 
national affairs. Worse than that, he believed 
that “none of them has a framework or a 
scheme of values against which to cast and 
evaluate the needed knowledge.” And he stated 
further, “worst of all, none of them seems to 
realize that he lacks anything.” 

However, it is one thing to say that liberal 
arts training is desirable and quite another to 
say it is enough. Professional orientation is 
needed as well; and an educational experience 
that is specialized in focus is needed for pro- 
fessional orientation. Although the require- 
ments of leadership in industry are broad, spe- 
cialization is still needed at the lower and 
intermediate levels; an individual ordinarily 
begins his business career as a specialist, e.g., 
in the laboratory or in a functional department, 
such as marketing. This undoubtedly is the ex- 
planation for the phenomenon which William 
Whyte observes in his book, The Organization 
Man: “Between 1953 and 1956 the number of 
business speeches bewailing over-specialization 
increased. So did the demand for specialists.” 
In other words, specialization becomes less and 
less adequate as the individual advances toward 
greater and greater executive responsibility. 

It does not follow that the specialist may not 
also be well educated. As W. E. Phillips, Chair- 
man of the Board of Governors of the Univer- 
sity of Toronto, has stated: “There is a wide- 
spread feeling that specialists cannot be well 
educated, that the nature of their training pre- 
vents them from being intellectually curious, 
imaginative, and interested in the work of 
others. This view is untenable: nearly all well 
educated persons are, in the last analysis, 
specialists . . .”” 

What we must seek is the optimum combina- 
tion of liberal education with specialization. 
Many thoughtful persons believe that the highly 
preferred preparation for a business career is a 





“Robert A. Goldwin and Charles A. Nelson, editors, 
Toward the Liberally Educated Executive (New York: 
Fund for Adult Education, 1957), pp. 75-76. 

*“From the Board Room Window,” The University 
of Toronto Quarterly, July, 1957, p. 500. 
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liberal arts program at the undergraduate level 
followed by effective specialization at the post- 
bachelor, professional level. But it is idle to 
hope that this will be the pattern of education 
for the great mass of business graduates in the 
foreseeable future. Undergraduate programs in 
business appear to be here to stay. Accepting 
this, it has been and is our aim at The Ford 
Foundation to help strengthen and liberalize 
them. 

Many college graduates have experienced the 
fact that liberal arts subjects can be taught in 
an illiberal or merely informative way. Simi- 
larly many college graduates know from ex- 
perience that business subjects can be taught 
in a liberal way. Indeed the way in which a 
course is taught is the critical factor. On the 
one hand, for example, a course in business law 
can become a means for transmitting a set of 
legal rules or it can be used as a truly liberat- 
ing vehicle in education with emphases on 
moral and ethical values as they are applied 
by individuals in the business setting. On the 
other hand, as Peter Drucker has pointed out: 
“Tt can be said with little exaggeration that of 
the common college courses being taught today, 
the ones most nearly vocational as preparation 
for management are the writing of poetry and 
short stories.” 

Liberal arts colleges frequently offer courses 
in the field of business. All too often such 
courses are limited in perspective and repre- 
sent neither satisfactory undergraduate educa- 
tion for careers in business nor adequate liberal 
education. 

The Foundation has supported two attempts 
to explore approaches to the optimum combi- 
nation. They come at the problem from oppo- 
site directions. The School of Business at 
Northwestern University is attempting to inte- 
grate the relevant social sciences and humani- 
ties into its undergraduate business curriculum. 
Grinnell College in Iowa is experimenting with 
the development of a small group of business 


® Peter Drucker, The Practice of Management (New 
York: Harper and Brothers, 1954), p. 375. 
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courses suitable in nature and content for a 
liberal arts curriculum. These deal with busi- 
ness broadly as a basic institution of society. 

Graduate schools of business face curricu- 
lum problems of a different kind. They are in 
a position to presume a certain minimum lib- 
eral arts training. The Gordon group has ob- 
served that the separately established, so-called 
graduate schools of business are looking with 
increasing disfavor on an undergraduate con- 
centration in business administration as a back- 
ground for their post-bachelor level programs. 
The Graduate School of Business at Stanford 
University has recently indicated that for per- 
sons with undergraduate majors in business 
administration “special permission will be re- 
quired for admisison.” The problem of the 
professional graduate school is to determine 
what range of subjects provides the most appro- 
priate training for a business career. 

The relevance of economics has always been 
apparent; indeed, business administration is 
still sometimes thought of as synonymous with 
applied economics. More recently, however, 
there has been a growing awareness of the rele- 
vance of other disciplines, such as the behav- 
ioral sciences and mathematics. This has been 
reflected, on the one hand, in the appointment 
to professional business faculties of persons 
whose advanced training has been in mathe- 
matics, statistics or a social science other than 
economics and, on the other hand, in the en- 
couragement of outstanding persons in these 
disciplines to engage in research on important 
business problems without making any shift 
in institutional domicile. 

Through its Program in Economic Develop- 
ment and Administration, The Ford Founda- 
tion has played a role in these developments. 
It has encouraged the integration of the social 
sciences and mathematics with business ad- 
ministration in a number of ways. In its 1955 
grant to the Harvard Business School to modify 
and expand the doctoral program, provision 
was made for the establishment of a visiting 





professorship in the social (behavioral) g¢j. 
ences to further their applications to business 


administration. (The first incumbent of this | 


chair was Dr. Samuel Stouffer, Professor of 


Social Relations at Harvard, and the second | 


was and is Dr. Ray Bauer, formerly Associate 
Professor of Social Psychology at Massachu. 


setts Institute of Technology.) Second, major | 


support was given to Carnegie Institute of 
Technology for expansion of the doctoral train. 
ing program of its Graduate School of Indus. 
trial Administration. The distinctive feature of 


this program is the emphasis on the application _ 


of the behavioral sciences and mathematics to 
problems of administration. 

In its program planning for the year 1957- 
58, the Foundation decided to accelerate tem. 
porarily its efforts to strengthen business edu- 
cation. Support was given to the University of 
Chicago for its redevelopment program under 
the leadership of its new dean, Allen Wallis, 
The Chicago program is a pioneering one, 
strongly oriented toward the utilization of the 


ee 


social sciences in the analysis of problems of | 


business administration. 

In addition, a multiphase program designed 
to improve business education generally 
through the increased application of the social 
sciences, mathematics, and statistics to business 
problems has been carried out. In one phase of 
this program three social scientists were com- 
missioned to make surveys of the relevance of 
research and methodology in their particular 
disciplines to business problems. They are Pro- 
fessor Paul Lazarsfeld of Columbia in socio | 
ogy, Professor Mason Haire of the University | 
of California at Berkeley in psychology, and 
Professor Robert Dahl of Yale in political sc 
ence. These surveys will be published as review 
articles in the appropriate professional jour 
nals. They will also be reprinted in a brochure 
for distribution to faculty members and gradu: 
ate students in business schools and social sci 
ence departments. 

In another phase of the program, three-yeat 
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visiting professorships in the social sciences, 
applied mathematics, and statistics have been 
established at five business schools—Indiana 
University, Michigan State University, the Uni- 
versity of North Carolina, the University of 
Washington, and the University of Wisconsin. 

Third, fellowships have been established for 
selected business school faculty members to 
pursue a self-defined course of study up to one 
full year in duration in the social sciences 
(other than economics), statistics, and/or 
mathematics. Preference is given to faculty 
members who are actively involved in the de- 
velopment of new teaching materials, courses 
and curricula, or in imaginative research. Fel- 
lowships are also being offered to selected fac- 
ulty members in the “elds of sociology, anthro- 
pology, psychology, or political science for re- 
search on problems of the business firm. Pref- 
erence is given to those whose research record 
indicates a continuing interest in the analysis 
of the internal or external relationships of busi- 
ness firms, or who indicate a close relationship 
between their previous research interests and 
related areas of business study. 

Fourth, “master fellowships” have been 
awarded to ten outstanding professors in grad- 
uate faculties of sociology, psychology, and 
political science whose research interests are 
oriented toward problems of business adminis- 
tration. Part of each five-year fellowship is 
designated for the support of graduate students 
selected by the professor, preferably doctoral 
candidates working on their dissertations. The 
remainder provides modest research funds for 
discretionary use to enable the professor to 
carry on his own research on business-related 
problems. It is hoped that this phase of the 
program will prove fruitful both in stimulating 
the work of the professors receiving grants and 
in encouraging able graduate students in the 
social sciences to pursue their dissertation re- 
search in business-related areas. It is a further 
hope that at least some of these students will 
join business faculties. 
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Fifth, a national doctoral dissertation com- 
petition has been established providing for the 
selection and the publication of the outstand- 
ing doctoral dissertations on subjects appli- 
cable to business problems. These are open not 
only to doctoral candidates in business schools 
but also to candidates in the social sciences and 
other fields pursuing dissertation work in areas 
directly relevant to business administration. 

The Ford Foundation’s professional staff has 
explored possible activities designed effec- 
tively to develop the use of quantitative meth- 
ods in the business curriculum. It is well known 
that the use of modern mathematics and sta- 
tistics in industry, aided by the development 
of high-speed computers, has grown at a phe- 
nomenal pace in recent years. Typical of the 
new techniques are mathematical program- 
ming, operational gaming, and computer simu- 
lation. After extensive consultation, the Foun- 
dation has decided to make a major investment 
in an effort to enable business educators to 
incorporate appropriate mathematical and sta- 
tistical techniques in their teaching and re- 
search. The establishment of an Institute in 
Basic Mathematics for Application to Business 
has recently been announced. The Institute will 
be located in Cambridge and Professor Howard 
Raiffa of the Harvard Business School and the 
Harvard Department of Statistics will serve as 
its academic director. 

The staff of the Institute will be drawn from 
a number of universities and from research 
staffs of business firms. It will consist of per- 
sons who are not only authorities in their fields, 
but who have proved their ability to commu- 
nicate mathematical concepts and techniques 
to non-specialists. Forty business school faculty 
members have received appointments as Fel- 
lows of the Institute. In the selection, priority 
was given to faculty members who are active 
in creative research in one or more phases of 
business education, such as accounting, busi- 
ness economics, business statistics, business 
policy, finance, marketing, personnel, and pro- 
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duction management. There are no specified 
prerequisites relating to knowledge of or train- 
ing in mathematics. The objective is not to turn 
all business education into an “operations re- 
search” or “management science” mold but 
rather to incorporate these methods, wherever 
appropriate, in the functional fields of business. 

The Institute will run for about twelve 
months starting in September 1959. Fellows 
were selected from candidates nominated upon 
invitation to schools that are members of the 
American Association of Collegiate Schools of 
Business. The response to this program has ex- 
ceeded the most enthusiastic expectations. In- 
deed, there were numerous requests to be con- 
sidered from faculty’ members in economics 
and other social sciences who were not eligible. 
The program should be a most challenging and 
rewarding educational experience for the par- 
ticipants and the impact on the field should be 
immediate and profound. 

The introduction of mathematics and the 
behavioral sciences into the business curricu- 
lum is part of the general process of liberaliz- 
ing business education. Another way in which 
liberalizing forces have manifested themselves 
is the reduction in the excessive proliferation 
of specialized courses. The trend is toward 
fewer courses of a more fundamental nature. 
Let us hope that curricula of the future will 
offer no more college credit courses on drug 
store accounting, basic radio announcing, and 
the like. The typical curriculum might well be 
organized around a few broad subject areas 
such as industrial management and production, 
communication theory and organizational be- 
havior, and quantitative methods. 

A necessary concomitant of the liberalizing 
process is the development of basic research 
in business administration. The movement 
away from the vocational approach in teach- 
ing has been accompanied by a movement 
away from research which concerns itself 
chiefly with description of present business 
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practice. The trend in the leading schools js 
toward increased rigor in analysis with the 
aid of the concepts and techniques of all the 
underlying disciplines. Examples include the 
application of statistical theory, organization 
theory and operations research to decision. 
making. As a result, business schools may be 
expected to contribute toward the improvement 
of business policy and practice—to lead, not to 
follow, business. 

The evolution of a body of theory is already 
discernible that may lead eventually to a uni. 


) 


! 
I 


fied theory of the firm and its management, | 


This goal has been well stated by Professor 
Jay W. Forrester, an M. I. T. engineer-scientist 
who has turned his attention to the application 
of electronic computer techniques to industrial 
dynamics: 


“To develop the status of a profession, man. | 


agement must discover the underlying princi- 
ples which unify its separate aspects. It must 
develop a basic theory of behavior. It must 
learn how to convert experiences and particu. 
lar case examples into a contribution to this 
general theory. And, finally, it must be able to 


employ the basic principles of the theory asa_ 


useful, practical guide for explaining and solv. 
ing new problems as they arise. By accom: 


plishing these aims, management will become 


a true profession during the next generation.” 


Business scholars have already made con 
siderable progress toward this goal. The future 
holds promise of even greater achievements. 
In the pursuit of this goal the antithesis be 


tween specialization and liberal education may } 


be eliminated. It has even been suggested that 
technology and its administration may become 
the core of a new twentieth-century humanism: 
Be that as it may, business education can and 


should be made the vehicle for liberal as well | 


as specialized or professional education. 


7 Jay W. Forrester, “Industrial Dynamics—A Major 
Breakthrough for Decision Makers,” Harvard Business 
Review, July-August 1958, p. 37. 

*Sir Eric Ashby, Technology and the Academic 
(New York: Macmilan, 1958), p. 85. 
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A. CHARNES 
W. W. COOPER 


Some Uses of Model Prototypes 
in an Operations 


Research Study’ 


Two top authorities explain the concept of prototype mathe- 
matical models by means of detailed examples. This article is 
strongly recommended for those who are seriously interested 
in the newer quantitative aids to management decision-making. 


Management planning problems are often so 
huge and unwieldy that it is necessary to attack 
them with a variety of devices. One strategy 
involves the use of model types and prototypes. 
This is the topic which will be discussed in this 
paper in the context of a long-range oil field 
development problem, one which has aspects 
that are common to many attempts at long- 
range facilities planning. The emphasis will be 
on concepts, however, rather than the details 
of the actual problem and even these concepts 
will be dealt with in broad fashion. Further de- 





‘This article was delivered as a paper at the 11th 
Annual Industrial Engineering Institute, University of 
California, Berkeley and Los Angeles, February 6, 
7, 1959. Part of the research underlying this paper 
was undertaken for the project Temporal Planning 
and Management Decisions under Risk and Uncer- 
tainty at Northwestern University and part for the 
project Planning and Control of Industrial Operations 
at Carnegie Institute of Technology. Both projects are 
under contract with the U. S. Office of Naval Research. 
Reproduction of this paper in whole or in part is 
permitted for any purpose of the United States Gov- 
ernment. Contract Nonr-1228(10), Project NR 047-021 
and Contract Nonr-760 (01), Project NR-047011. 


tails, if wanted, may be found in the materials 
cited in the bibliography. (See, e.g., reference 
2 at the end of this article.) 


THE USE OF PROTOTYPES: 
OIL FIELD PIPELINER MODEL 


Most management planning problems that 
have been encountered in OR (operations re- 
search) work, at least to date, appear to have 
very definite structural features which can be 
used to advantage in mathematical manipula- 
tion and analyses. Even very large problems 
appear to be composed of a series of smaller 
inter-related problems (or models) each with a 
very definite structure which can be approxi- 
mated by more or less standard types of models. 
This is fortunate because it allows access to effi- 
cient methods of solution of each of the parts in 
ways which can then be synthesized into a total 
solution. It also allows the use of simpler “pro- 
totype models” of actual parts of the problem 
when new methods of solution are required. 





MR. CHARNES is Research Professor of Applied Mathematics and Economics in the Technologi- 


cal Institute of Northwestern University. MR. COOPER is Professor of Economics and Indus- 
trial Administration at the Carnegie Institute of Technology. 
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These prototypes—or mockups—are designed 
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to preserve essential features of the relevant 
elements of structure while eliminating the 
welter of detail which encumbers the actual 
problem. 

The case at issue concerns long-range plan- 
ning for capital development, exploration and 
operation of a large oil field. Figure 1 below 
is intended as a schematic portrayal to guide 
the synthesis of a prototype for one part of the 
actual problem. This is the problem of oper- 
ating wells already in place and the figure 
represents an idealization of even this part of 
the total problem. Nevertheless it incorporates 
some of the essential structural features which 
are important in their bearing on the total 


problem. The prototype, as will shortly be 
seen, makes it possible to study the structure 
associated with certain kinds of non-linearities 
that are present even when this relatively 
simple situation is assumed. 

In the present example each of the four wells 
is already in place and each well is in a separate 
field—called sources 1, 2, 3, and 4—which are 
sufficiently far removed from each other 
that flow reactions between wells can be ig. 
nored. Each well radius, r~, is assumed to be 
small relative to its reservoir radius, r,, and the 
possible pressure-flow reactions are assumed 
to be known (to a sufficient degree of approxi- 
mation) so that they may be plotted as in 
Figure 2. 


FIGURE 1 


ScHEMATIC DIAGRAM OF RESERVOIR SYSTEM’ 


I 
CHC RC @ 


Source | Source 2 


i 


Source 3 Source 4 


Adapted from A.S. Lee and J.S. Aronofsky," A Linear Programing Model for Scheduling Crude Oil 


Production’ a paper presented at the fall meeting of the Society of Petroleum Engineers of AIME in 


Dallas, Texas, Oct. 7, 1957. 


(Dallas: Magnolia Petroleum Company Field Research Laboratory) 


FIGURE 2 
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MODEL PROTOTYPES IN OPERATIONS RESEARCH 8l 


Suppose now that it is desired to plan the 
flow of oil from these four wells into a pipeline 
of known capacity. Account must then be taken 
of the nonlinear relation between flows and 
pressures, OF else expenditures must be under- 
taken (e.g., Via pumps, water injection wells, 
etc.) to preserve the wells from the potential 
pressure drops associated with the flows. For 
ina free-flowing well the flow rate, q, is a func- 
tion of the pressure, p, which, in turn, depends 
on previous flow rates as well as the initial 
pressure, Pos in the well. Allowance must also 
be made for the fact that too rapid flows may 
cause the oil-water interface to sweep through 
the well, and so on. 

To the degree of knowledge usually available 
it is possible to employ certain kinds of trans- 
formations and approximations with satisfac- 
tory results. The following precautions are the 
chief ones to be observed: The time grid must 
not be cut too fine if leads and lags in pressure- 
flow reactions are to be avoided. Also various 
constraints must be introduced to avoid pos- 
sible nonsense results as when, for example, 
too rapid withdrawal causes the oil to cease 
flowing. 

The hypothetical prototype which emerges 
from these (and like) considerations is shown 
in Table 1. Each subset of four constraints 
among the first sixteen shows the pressure drop 
relations for each well in each of the four fields. 
With each of the columns labelled P,, P., +++, 
P,, are associated the respective flow variables, 
9s Jos °* * + Gigs Whose values are to be sched- 
uled. Profits per barrel that might be earned by 
each well in each period are shown at the top 
of P,, P.,***, P,,. For instance, q, is a variable 
whose value, when determined, prescribes the 
flow rate from source 1 in period 1. It is 
associated with column P, and is assigned an 
earning rate of $.80 per barrel. 

Now note that each unit of q, withdrawn 
causes a pressure drop which affects the flows 
42s 93, and q, which are possible for the first 


source in the next 3 periods. This is handled 
in the model by subtracting .00057 gq, from the 
900 units of pressure which appears in the 
second row under P,. That is, g, is limited to 
the amount 900-.00057 gq, which becomes 
smaller as q, is increased. Thus the column 
headed P, contains the initial pressure ad- 
justed for minimum pressures to be main- 
tained. The first four rows are applicable to 
source 1, the next four to source 2, and so on 
through, the first 16 rows for the 4 sources 
which are available. Each of the next four rows 
stipulates the maximum amount of oil believed 
to be in place at each source. The final four 
rows show the pipeline capacity available for 
servicing the four fields together. The problem 
is to plan the production which maximizes total 
profits over the four-period horizon, consider- 
ing all of the available alternatives which the 
specified conditions allow. 


MODEL TYPES 


It will now be shown how this “pipeliner 
model” may be transformed—to a suitable de- 
gree of approximation—to a standard type 
which has come to be called by the name 
“transportation type model.” 

As the name suggests, this model was orig- 
inally devised for planning the shipment of 
goods from certain prescribed origins to 
selected designations in order to minimize the 
total cost of transport. But this same model 
type has been found applicable to a variety of 
other situations which includes loading ma- 
chines, assigning personnel to jobs, etc. An 
advantage may be obtained by using this model 
type as a guide towards decompositions and 
transformations in that research (undertaken 
by various persons) has provided extremely 
efficient methods of computation and analysis 
for handling all problems which can be put in 
this form. 

The data applicable to the first well in all 
four periods may be used to illustrate the kind 
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of approximating procedure that may be employed. The pressure conditions which q,, q., 4; 
and q, are required to obey may be written in the form 


01677 1 < 900 
.00057 q: + .01677 qo < 900 
(1) 
00033 qi + .00057 q2 + .01677 9; < 900 


00023 qi + .00033 g2 + .00057 gs + .01677 gq, S 900 


where the symbol “<” means “less than or equal to.” Thus, referring to the first of these 
expressions, 


(2) qa S > = 53.7 X 10° 


means that g, may be any figure (for the planned rate) which does not exceed the numerical 


value shown on the right. In addition, g,—like q,, g, and q,—cannot be negative so the solu- 
tion must also satisfy 


(3) Os. 


Now if q, is assumed to be maximal—viz., q, = 53.7 x 10°—and this value is substituted in 


the second expression in (1) then 


< 900 — .00057 X 53.7 X 10° 





q2 = 


01677 


= 51.9 x 10° 


(to slide rule accuracy) is obtained as the limiting value for q, = 0. 


Continuing in this manner the expression 
(1) may be replaced by the conditions 


3 
lA 


53.7 X 10° 


Ie S 51.9 X 103 


zz; 2S 50.8 X 103 


zy, S 50.1 X 103 


where the variables x,, x,, x, X, are used in 
place of the original q,, 92, qs; q, to serve as a 
reminder of the approximating assumption. 
Similar results will be achieved when q;, q,; 
q:; Js are replaced by x,, x, x;, x, and when 
9% 109 91, and q,, are replaced by x,, %,5 1, 
and x,,, etc. It need only be noted that the 
method of approximation does yield a pattern 
of possible well flows. Hence, if this is found to 


be optimal it may be put to immediate use. If 


it is not optimal it will either (a) provide an 
efficient advanced start towards the actual op- 
timum or (b) it might be found (by known 
methods) to be close enough to an optimum 
to be justifiably used as a solution. 

Now statements of the form (5) are also 
frequently encountered in management plan- 
ning practice. An example is found in the so- 
called “balance restrictions” which frequently 
enter into the planning of mixes and volumes 
for manufacturing operations. In linear pro- 
gramming, this feature of the model—i.e., the 
balance restrictions—is said to be in “bounded 
variables form” and hence susceptible to efli- 
cient methods of compression and solution by 
means of what are called “bounded variables 
techniques.” 

There is, of course, no reason why the 
methods of transportation programming can- 








84, CALIFORNIA MANAGEMENT REVIEW 


not be joined to the bounded variables tech- amounts available opposite each origin in the } ue 
niques for a combined attack on the “pipe- right-hand column of Table 2. The pipeline pip 
liner” or other problems. In fact, a working capacity (20,000 bbls. per period) is drawn | per 
format for such calculations is shown in Table from rows 21-24, inclusive, of Table ] and (ov 


2. Here the reservoirs (rows 1, 2, 3 and 4) entered at the foot of each column in Table 2. T 
serve as origins and the time periods (columns __ Finally, ¢(7’) represents a “phony time 
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1, 2, 3 and 4) serve as destinations. The oil in period” which allows for slack in each reser. per 
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in any reservoir. Similarly ¢(q) represents 
pipeline slack, or unutilized capacity in those 
periods where it is not maximally profitable 
(over-all) to use all of the available capacity.” 

The figures which appear within the upper 
right-hand squares in each cell are the profits 
per barrel which were previously shown at the 
top of the columns in Table 1. Thus the $.80 
previously associated with P, now appears in 
the cell for reservoir 1—time period 1 where 
the amounts q, are to be entered. Notice that 
each square under (7) and opposite ¢(q) is 
assigned a profit of $0 per unit (as noted in 
the pertinent square). Slack cannot return a 
profit directly but may help to increase total 
profit by making opportunities available else- 
where in the system. 

Finally, the figures in the triangles represent 
the bounds (or upper limits) to maximum 
withdrawal in each reservoir in each period. 
For instance, the figures 53.7, 51.9, etc., shown 
in the first row are the bounds which were 
calculated for reservoir 1 and displayed in the 
expressions (5). The other bounds were simi- 
larly derived. 

It is not necessary to go into the technical 
details of a transportation type—bounded 
variables calculation since these are discussed 
elsewhere. (See 2 in the bibliography.) Simply 
to complete the discussion an initial trial solu- 
tion and a final solution to the problem of 
Table 2 are given in Tables 3 and 4, respec- 
tively. To be sure, the program shown in Table 
4 is not an exact optimum but it can be shown 
(as in the article just cited) that the return of 
$53,995 for the program of Table 4 is within 
a few hundred dollars of the exact optimum so 
that further computations are not really worth- 
while. Thus the program q, = 12.11 x 10° bbls., 
q,=1.31 x 10° bbls., etc., may be accepted as 


*To balance the table the sum of the reservoir avail- 
abilities, 551.1 x 10° bbls., is entered under #(T) and 
the sum of the pipeline capacities 80x 10* bbls. is 
entered opposite ¢(q). This is, however, a technical 
detail and need not be entered into here other than 
to note that it can always be arranged. See reference 
2 in the bibliography. 


an optimum since—as remarked at the outset 
of this section—the approximations assured 
that the planned flows would be within the 
bounds of pressure feasibility established by 
the upper limits in each cell. 


FUNDS-FLOWS AND RATE 
OF RETURN CALCULATIONS 


The preceding example showed how the 
problem of scheduling well flows into a pipe- 
line could be replaced by a certain kind of 
transportation model which was expeditiously 
solved. Of course, only a prototype was in- 
volved. Nevertheless, the method perfected for 
the prototype proved to be capable of con- 
siderable extension which allowed for (a) 
well-interactions, (b) pressure maintenance, 
and (c) facilities installations such as process- 
ing plants, pipe- and flow-lines, water injection 
plants, etc. 

Actually, the problem of perfecting a means 
for programming to minimum capital and 
operating costs (while allowing for contingen- 
cies) over a considerable period of time was 
only one focus of the study. Another focus 
involved the synthesis of a means for evaluating 
alternate patterns of development so that man- 
agement might be guided in such assessments 
as it wished to make of major company objec- 
tives. 

Attention will now be turned to this feature 
of the study in order to illustrate one further 
use of prototypes. Here the objective is to 
evaluate the rates of return—which might then 
be matched with subjective assessment of the 
attendant risks—involved in alternate courses 
of action over an extended period of time. To 
point up the issues, the question of risk will be 
left aside. Attention may then be centered on 
the opportunity costs involved in committing 
funds to various patterns of investment at dif- 
ferent rates of return. 

Three crucial questions must be answered 
when attempting to reach a rational answer 
for any business investment decision. These 
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questions are (1) whether to invest, (2) how More sophisticated attempts have involved the} cule 
much to invest and (3) when to invest. As is use of compound accumulation rates based o, _rale 
well known, many devices which balance the an assumed market rate of interest. Still more ma) 
niceties of exact (but involved) methods of sophisticated devices waive the latter approach The 
computation against the need for an expedient _ in favor of an order-of-priority schedule, these _that 











and understandable method of reaching a solu- _ priorities holding only up to some cut-off point , the 
tion have been devised by managements con- _ determined by the availability of funds for jp, _tuni 
cerned with such planning problems. “Bogey” — vestment. the 
rates of return and payoff periods have been All of these devices utilize, in one form o, _ inte 
utilized for screening investment candidates. another, the idea of “opportunity cost” cal. A 
inve 
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culations. For instance, the use of a market 
rate of interest implicitly assumes that funds 
may be borrowed or lent at the prescribed rate. 
The discounting mechanism then prescribes 
that investments should not be made, even if 
the return is positive, because a better oppor- 
tunity will be lost because (by assumption), 
the funds could have earned the “going rate of 
interest.” 

Attempts at exact answers even to individual 
investment decisions can require recourse to 
intricate nonlinear mathematical expressions. 


In the present case, the matter was further 
complicated by the need for considering all of 
the investments (now and in the future) 
simultaneously, while allowing for cash dis- 
bursements, realization and operating expenses 
under various lead-lag patterns. Qualitative as 
well as quantitative aspects of credit and cash 
commitments also required consideration. 

To study possible approaches to this prob- 
lem, recourse was had to a prototype which 
would incorporate the following features: (1) 
a lag would be encountered in every purchase- 
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sale transaction, (2) a distinction would need 
to be made between accrued and realized 
profits and costs, (3) an opportunity for evalu- 
ating proposed facility alterations would be 
present and (4) a pattern of varying prices 
and acquisition costs would be involved. Fin- 
ally, a cash restriction would be introduced 
which would make it possible to evaluate the 
costs and benefits associated with decreasing 
or increasing the amount of cash available for 
optimal deployment. 


A SIMPLE WAREHOUSE MODEL 


For this purpose a prototype was synthesized 
from the classical “warehousing model” of 
linear programming by doctoring and extend- 
ing it in a variety of directions. The simplest 
kind of warehousing model covers the planning 
of purchases, sales, and storage patterns for a 
single commodity under known prices over an 
“horizon” of j= 1, 2,+++, 7 periods. To show 
what such a model looks like the following sym- 
bols are needed: 


B =the fixed warehouse capacity 
A =the intial stock of inventory 
xj=the amount to be purchased in 
(6) period j 
y; =the amount to be sold in period j 
pj =sales price per unit prevailing in 
period j 
cj = purchase price per unit prevailing 
in period j. 
The problem at issue may then be stated us fol- 
lows: Given the p; and c; how should this firm 
program its activities—i.e., determine values 
x; and yj—in order to maximize its profits? 
Thus, if z is total profit, then the firm wishes 
to maximize 


(6.1) 2=piyitpyet - - * +pnYn—C1%1 
~—Cr —Cnin 


or, in more compact mathematical notation: 


n n 
p> PiVi — 2 Cj; 
j= j= 


(6.2) maximize z = 
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where (6.2) has the same meaning as (6,1), 


Now in the first period the net warehouse 
capacity is B—A. If it sells an amount y,, the | 


firm can create additional capacity, but in any 
event it can buy only up to the net storage 
limit. Hence 


(7.1) msB-A+n 
or 
(7.2) “a-wsB-A 


limits the amount it 
Similarly, in period 2 


(8.1) mSsB-A+yt+y— 72 
or 
(8.2) Mtwe—-y—-ySsB-A. 


can buy in period ], , 


More generally, in period i it can buy up to , 


(9.1) 2,SB—Atyityet +--+ +4: 


—2%1—-2%2— er — Zins, 
so that, 
(9.2) LVa- LywsB-A 

j=l j=l 


gives the general form of the buying constraints 
for each period i= 1, 2,+**, 7. 

The firm can sell only from already acquired 
inventory so that in period 1, 


(10.1) yA 
while in period 2: 
(10.2) yes A-ytn 


where x, is the amount added to inventory by 
period 1 purchases. The expression (10.2) can 


evidently also be written 
(10.3) —“atynteaA. 


The general expression for these sales com 


straints is then seen to be 
1 

—d 2; + 
j=l 


for each of the i = 1, 2,*+*,n periods. 


Dus A 


j=l 


(11) 
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5.1), } Written out in extended detail the n expressions (9.2) and the n expressions (11) appear 
Ouse as follows: 
» the | 
\ any Buying Constraints: 
rage x1 — sB-A 
| v1 + Xe ~~ He sB-A 
Sp 8 (....00UlU eee ee 
Htet: + +$h- n***a Se 
od 1. \ and 
Selling Constraints: 
l Y1 <A 
—21 + yi + y2 sa 
¥ 
| (12.2) —%1 — 2 + yi t yo + Ys <A 
up to , 
betes “NB Hees Phe ee ae * ee 
An easy way to remember how these expres- _ fact, if this procedure is carried on into the 
’ sions are formed and, simultaneously, to dis- bottom row, the profit function (to be maxi- 
traints | play the structure of the model in a rather _— mized) is also secured as 
striking manner is obtained by the schematic 
quired arrangement in Figure 3. It will be recalled that SO * °C Ss * 
the expressions (1) were formed from Table 1 +P rt: > *+DaYn » 
} by dropping the variables g; alongside the the same as in (6.1). 
numbers directly below them and forming an The preceding expressions were formed from 
inequality for each row and the same pro- the rows of Figure 3, that is to say, each row 
cedure can be followed for the variables x and — gave an inequality which reproduced an ex- 
y in this case. For the simple warehouse model pression either in (12.1) or (12.2). It so hap- 
tory by ‘ 
the non-zero numbers (which serve as coeffi- pens that another problem can be formed— 
.2) can ! ; . : A ae , é 
cients in the resulting expressions) are all which is called the dual linear programming 
either + 1 or —1. These + 1 and—1 values are §problem—by treating the columns in like 
arranged in the rather striking triangular pat- |§ manner. That is, an expression may be formed 
es con tems which are schematically portrayed in _ for each column of Figure 3. 
Figure 3. Thus, the peak of the first two tri- The variables ¢ and wu (with appropriate 


angles give x, — y, < B-— A. The next position _ position subscripts) have been entered in the 
gives x, + x, — y, — y, < B- A. And so on. left-hand stub to facilitate the formation of 
Continuing in this fashion the entire arrange- _ these expressions. Thus starting with the left- 
ment in (12.1)—(12.2) may be reproduced. In hand end of the left-most pair of triangles, the 
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first of these dual expressions is readily written 
as 


(18.1) 0 tite ++ +t ++ +h—-w—-:: 


Up —$%& & —h. 


The variable u, does not appear in this expres- 
sion because a zero rather than a unit coefh- 
cient appears alongside it in the table. The 
same is apparently true of each expression 
formed from these left-most triangles so that 
the concluding pair of expressions formed from 
them are 


tn-1 + tn — Un ro Cat 
13.2) 
and th = —Cn 


Noting that the subscripts correspond to 
time periods in the original problem, the dual 
constraints formed from this first pair of tri- 





angles are all seen to be of the form 


Dt >» uz —t 


t=k t=k+1 


k=1,2,-->-,n. 


(14.1) 


Since the next pair of triangles are each of the 
same size their constraints (formed in like 
manner) are seen to be 


—- >it >) us = Dr 


t= i=r 


(14.2) 


pe 2, 2, * >) Bs 


Finally, the dual functional, which is to be 
minimized, is formed by entering the variables 
t alongside B—A and the variables u alongside 
A to achieve 


(14.3) inimize g=(B-—A) 2. th—A > Uk « 
bax = 
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It will shortly be shown how the dual prob- 
lem can be made to supply the desired means 
of managerial evaluation. This possibility 
emerges from a highly important mathematical 
theorem known as the dual theorem of linear 
programming. In brief this theorem states that 


(15) maximum z = minimum g 


The following transformation will help to 
simplify the presentation. Let 


dt 
t==k 


U, = x U; 


i=k 


Ti 
(16) 


so that (14.3) may be replaced by 
(17) minimize g = (B—A)T, + AU, . 


Now let it be supposed that a minimizing solu- 
tion for 7, and U, has been obtained so that 


(18) max.z = LPH a Do cit 
I= j= 


= (B—A)T,+AU; = min. g, 


as required by the dual theorem. Next let it be 
supposed that B can be increased by 1 unit 
to B+1 without altering the 7, and U, previ- 
ously calculated. Then 


(19) (B+1— A)T, + AU, 
= (B — A)T:+ AUL + T; 


so that 7, correctly predicts the increment to 
total profit which will ensue if optimal use is 
made of this addition to capacity.” 

These ideas will shortly be made more con- 
crete by means of a numerical illustration. 
Before entering into the illustration, however, 
the following simple kind of cash constraint 
may be introduced. Let M, represent initial 
cash available and let M represent a minimum 


“Notice that if A were increased to A4+1 then (B- 
(A+1)) T,4+(A+1)U, = (B-A) 171+ AUi+ (U- 
T:) so that the difference (U:—7:) would determine 
the increment, if any, that could be earned. Thus U; 
evaluates the increment to total profit by having more 
initial inventory while 7, calculates the decrement 
which occurs because this additional inventory uses up 
storage capacity that would otherwise be available. 


balance which must be maintained at all times. 
Further, let the terms of trade be as follows: 
Purchases are made for cash. Sales are made 
on an accrual basis with cash realization one 
period later. 

A mathematical statement of these condi- 
tions may be rendered in the form 


é i-1 

(20.1) Me— Drews + 2D pi = M. 
j= I= 

Or, setting 

(20.2) M=M,.—M 


and transferring terms and signs this becomes 


7 t-1 

(20.3) > Cli — > py¥i 2M 
i= j= 

for += 1,2,--+-,n. 


Evidently each of the financial conditions in 
(20.3) can be associated with a dual variable 
v;, and these may in turn be cumulated to Vy 
as was the case with ft; and ux which are in- 
corporated in, respectively 7; and U; via (16). 
These cumulative dual variables V; will turn 
out to be the desired incremental compound 
yield rates which can be used to evaluate the 
opportunity cost of funds.* 


NUMERICAL ILLUSTRATION 


Generality may well be sacrificed for speci- 
ficity with added meaning at this point. There- 
fore consider the data for a highly simplified 
5 period example as shown in Table 5. As an 
aid for forming the direct and dual problems 
the details of Figure 4 are supplied in a way 
which conforms to the schema of Figure 3. 
Rather than repeat this kind of mathematical 
exercise, however, we shall proceed directly to 
the details of an optimum program which are 
given in Table 6. 

By reference to the bottom row of Table 6, 
the total outlays are seen to be $4700 while 
total receipts, all realized in cash by period 6, 

* The variables vx can be associated with time period 


variations (or rates of change) of these yield rates. 
See reference 4 for further details and interpretations. 
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FIGURE 4 
FivE-PERIOD WAREHOUSING MODEL WITH FINANCIAL CONSTRAINTS 
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TABLE 5 


Data FOR WAREHOUSING MODEL WITH 
FINANCIAL CONSTRAINTS 




















Period | Costs, $ cj | Prices, $ pj 
Be cot asies ce ciargar | 25 20 
Be ca Saino. | 25 35 
ae a ae re 25 30 
ae | 35 | 25 
ee eee 45 | 50 





B = 200 tons, warehouse limit 

A = 100 tons, initial inventory 

Mo = $1,500, initial cash position 

M = $1,000, minimum cash position 
t =1 period lag in cash receipts 


are seen to be $12,600, for a maximum net 


return of 


maximum z 


(21.1) 

= $12,600 — 4,700 = $7,900. 
Now consider the dual problem which gives | 
values 7,=$0, U,=$70, and V,=9/5, 
shown in Table 7. The corresponding dual 
value is 


minimum g 


= (B — A)T, + AU, + ViM 


(21.2) 


which, at 


B-—A=100, A=100, M=M,—M=$500, 
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TABLE 6 
Direct ProGRAM SOLUTIONS: 
Warenousine Mover WitH Financiar Constraints 
Direct PROGRAM 
Buy Sell 
Period Qitty. cj Outlay Qtty. Pi Receipts Cosh 
on 
Hand 
Accrue Cash 
.¢] 100 _ —— 1500 
{ 20 25 500 20 1000 
2 25 120 35 4200 1000 
3 168 23 4200 30 4200 1000 
4 35 25 1000 
5 45 168 50 8400 1000 
6 si aie a — — 8400 9400 
Total 288 4700 288 12600 12600 
TABLE 7 (under “Buy”) in Table 6. Hence, if this firm 


DvuaL VALUES: WAREHOUSING MODEL WITH 
FINANCIAL CONSTRAINTS 























Buying Selling Financial 
Period Constraints Constraints Constraints 
u w v 
| t, = 0 u, = 0 v, = 4/5 
2 SAP ee ts = 0 uu. = 20 .2.= 0 
3. ae teach ti; = 0 u; = 0 v3 = 4/7 
: ee t, = 0 u, = 0 vw, = 3/7 
Beree 5 ansk ts = 0 us = 50 vs = 0 
Total..... T,=0 | U,=70 | Vi=9/5 
gives 
minimum g 

(21.3) =100$0+100X$70+9/5 xX $500 


= $7,900. 
Thus, in this case at least, maximum z = mini- 
mum g, as predicted by the dual theorem. 
Now the status of 7’, = $0 in Table 7 is easily 
explained. Note that the warehouse capacity of 
200 tons is never fully utilized in the optimum 


program specified in the quantity column 


wishes to assess the value of an additional ton 
of warehouse capacity to be used in its busi- 
ness,’ it will conclude (or should conclude) by 
common sense, as well as by linear program- 
ming, that it is worth $0, and no more. 

The value U,=$70 applies to opening in- 
ventory. The meaning of this figure may most 
easily be understood if attention is first turned, 
however, to V,=9/5. Suppose, by analogy 
with the usual discount and accumulation for- 
mulas—e.g., (1 +i)"— 1—that a new variable 


(22.1) W.=1+ Vi 

is introduced so that, in the present case, 
(22.2) Wi=1+Vi=1+4+9/5 = 14/5. 
Let it now be supposed that this firm is con- 
sidering the addition of $1 to its original cash 
balance of M,=$1500. Optimum use of this 
increment to cash would be, according to the 
pattern of Table 6, buy 1/25 of a unit in period 


° Lease outs (and ins) may be considered by intro- 
ducing the appropriate mathematical expressions. 
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1, sell it in period 2 at the prevailing price, 
and then wait for cash realization in period 3. 
Then invest this dollar plus the additional 
earnings in period 3 for a sale in period 5 for 
the still further accretion which will be realized 
in cash at the start of period 6 (or end of 
period 5). The total optimum return would 
then be given by 


(23.1) 1/25 X 35 X 1/25 XK 50 = 14/5. 
Deducting the original dollar increment to in- 


vestment the net cumulative return is seen to be 


(23.2) Vi=Wi-1=14/5-1=9/5, 


as given for the value of V, at the foot of 
column 3 in Table 8. 

It is therefore seen that V, provides the net 
evaluator which gives the correct measure of 
the opportunity cost of funds invested or with- 
drawn. Particular attention should, perhaps, be 
drawn to the following attributes of this evalua- 
tor. First it is automatically supplied without 
extra work as a result of the method of solu- 
tion used. Second, it considers all of the rele- 
vant opportunities and constraints. Third, un- 
like the usual formulas, it evaluates increments 
and decrements to funds—which are the rele- 
vant magnitudes for opportunity cost calcula- 
tions. 

Now it is possible also to use V, and W, as 
internal evaluators for proposed alterations in 
facilities, extension (and receipt) of credit, in- 
ventory carrying, etc. Detailed interpretations 
along with appropriate illustrations have been 
supplied elsewhere.’ Hence it will be sufficient 
simply to conclude this discussion by attempt- 
ing to elucidate the value U, = $70 (which is 
applicable to opening inventory) in Table 8. 
Note that the sale of this additional unit of 
opening inventory would be optimally effected 
in period 3 at a price of $35. It might seem 
that it was therefore worth up to $35 for this 
firm to have an additional unit of opening in- 
ventory. This is not the case, however, since 


® See reference 4. 
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the opportunity cost of investing $35 of cash 
(or possibly a smaller amount) must also be 
considered. Now 


5 
Vs= Dx=1 and Ws=1+V;=2) 


i=3 

gives 2 x $35 = $70 as the cash equivalent to 
which this extra unit of inventory will accumu. 
late at the close of business. On the other hand, 
an addition of $35 to opening cash would be 
worth more to this firm than a gift of 1 ton of 
opening inventory. If this cash were available 
then advantage could be taken of the return 
(increment) of v,=4/5 available in period | 
whereas this opportunity does not exist for an 
additional ton of inventory. To put the matter 
differently, the discounted present value of an 
additional ton of opening inventory is worth 
only $70/W, = $70 — 14/5 = $25, as is con. 
firmed by checking the prices at which inven. 
tory can be acquired for a sale in period 3, 


A WAREHOUSE-FINANCE 
TRANSPORTATION TYPE MODEL 


The use of such “funds evaluators” is, of 
course, perfectly general so that (once the in- 
terpretations are clear) they need not be 
restricted to warehouse models. The latter does, 
however, provide an extremely simple way of 
capturing the essential feature of transactions 
stretching across time periods—a feature which 
must be utilized if compound (rather than 
simple) interest formulas are to be secured. 

There are still other uses of warehouse 
models but it may perhaps be best to turn the 
matter around and show how the warehouse- 
funds-flow example of the preceding sections 
may also be transformed into a model of 
“transportation type” which allows the trans- 
shipment of funds and goods from one period 
to the next. 

The following transformations will show 
how this may be done in a way which provides 


access to convenient methods of solution. De- 
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give 


(24. 


MODEL PROTOTYPES IN OPERATIONS RESEARCH 95 

























































































cash } fine the new variables g;, hj, Rj, and F; by Substituting the relevant terms of (24.1) 
0 be means of the relations into (9.2) the buying constraints become, 
[ simply, 
gj + 25 = h; 
(24.3) 054;58B 
“7 gi ty; = Aja 
(24.1) while the selling constraints of (11) become 
Ry + pis = Fist 
ee i ee (24.4) 9:20. 
mu- j . Cii= . , 
vand . sali . And, finally, the financial constraints (20.3) 
id be | where xj, ¥j, pj, and cj have the meanings are reduced to 
| given in (6). Setting h, = A, the initial inven- 
“7 hand, and F, =/M asthe net funds avail. (24-5) R, 20 
lab tory on hand, an as the net funds avai 
—— able at the start of business then for i=1, 2,°°> 
—_ | F , Table 8 provides a convenient arrangement 
ied | maximize z = >» Di - > Cia; for executing calculations and it may be in- 
“al | Stik ene = terpreted in a fashion analogous to Table 2. 
1atter given in (6.2), is transformed to The first row (in-the'egper Wlbdeead einen 
me , (24.2) maximize F,,; — M. is to be interpreted as g,+y,=h. =A and the 
wort 
con- } TABLE 8 
nven | ARRANGEMENT FOR A SuB-DuaL METHOD 
of § > a a Note: Table 5 is source of dato. 
asioo | LES 0, = 20 
" wr yew gy 
)  fiz500 25] ~ 
is, of | ew R x, [gel Bg +-25 - 
in- } 
he in by {35 | 0 #38 
ot be 2001 |e 2 92 : 
- does, 2! 
25 
vay of -F o- R es Xp|-Sz=-! -Oz= -25 
e~ -Fo eo “2e- 21°°3 3 
ctions ? Do [30] 
which 6=30 
th cle ¥3 93} 3 
- than 
red [25] + 
e~ Fs \o— Ra Xa] -Ye-1  -G,=25 
house 
25 
rn the , m ia 0,*25 
house- -200 eo 4 94 
=| 
ctions | 35] ¥e-1 
del of e- “Fa ~ a oe 
trans win, Weld +Olnenengy) . L80] 0,50 
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period | subject to: -200 “yj 5] © 
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show | f e- “Fs ee Rs S 
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second row as R,+c,x,=F,=M where c, = 
$25 is entered in the second square oriented in 
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the row direction from which the constraint is 
to be formed. Similarly, the first column on the 
left gives p,y, + R,-F,=O as in the next to 
last definition for j=1 in (24.1). Finally, the 
warehouse capacity h;<B=200, or —hj2- 
200, is entered in the connecting cells which 
serve as goods transshipment cells from one 
period to the next.’ 

Continuing in this fashion, the relevant con- 
straints for each j = 1, 2,+*+, n are formed for 
(24.1). It is perhaps worth noting, however, 
that no cells are provided for g, or x,. With a 
5-period horizon it will not be profitable to 
acquire goods in period 5 so that these cells 
must have a zero entry (in an optimum pro- 
gram) and may therefore be eliminated from 
further consideration. Finally, the coefficient, 
— 1, in the cell for — F, is given a special status 
by placing it in a corner. By reference to (24.2) 
it is seen that the objective is, essentially, to 
maximize F,=max (—1) (-—F,) for this 5 
period (n=5) problem. This then is the mean- 
ing to be assigned to this box in the cell for F,. 

Again it is possible to synthesize an es- 
pecially efficient method of solution. Those who 
are interested in the actual manner by which a 
suitable algorithm may be constructed may 
refer to the reference 3 where these details are 
set forth. It will then be seen that the objectives 
in synthesizing the algorithms were as follows: 
(1) to ensure that it could be extended to the 
real case which has a structure that shares 
many features in common with the warehouse 
prototype and (2) to ensure that the dual 
evaluation could be secured without extra 
work. The latter feature was necessary in order 
to preserve the desired feature of a guide for 
managerial evaluations of possible cash com- 
mitments and withdrawals where all cash was 
utilized in an optimum manner. 

™Similarly, the cells for F represent funds trans- 


shipment cells for transferring available (net) cash 
from one period to the next one. 





CONCLUSION 


The examples above have shown two pos. 
sible uses of model types and prototypes in at. 
tacking a large and complex problem. The 
pipeliner example showed how certain parts 


— 


of the problem could be reduced to a standard | 


format. The warehouse example showed how 


certain concepts associated with the complex | 


field of capital and interest theory could be 
studied in a simple case which (by virtue of 
its structure) was pertinent for the actual prob. 
lem. 

There are still additional aspects of this 
study that might be profitably discussed but 
which cannot be entered into here. One general 
feature which is emerging from experience in 
such applications might, however, be noted, 
The properties of certain special model types 
have been extensively studied and current re. 
seach is providing ever more efficient methods 
of solving each of them. As time goes on, it 
might be expected that general guiding prin. 
ciples may be evolved for guiding the evolution 
of special algorithms as well as for identifying 
efficient combinations of particular application, 
(See, e.g., references 3 and 4.) 

ee 
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PAUL T. HOMAN 


Galbraith’s “Affluent Society” 


A distinguished economist evaluates a controversial best-seller 
of particular interest to the business community. 


In the present century, the only English-speak- 
ing economists to achieve much of either fame 
or notoriety beyond professional circles have 
been Veblen and Keynes. This did not happen 
because they were foremost in their scientific 
contributions to knowledge. It happened for 
two reasons: first, because they brought fresh 
thinking peculiarly applicable to the social and 
economic problems of their times and, second, 
because they possessed a peculiar combination 
of shock-producing originality of mind and 
rhetorical persuasiveness. Nor was their im- 
pact accidental or fortuitous. They deliberately 
directed their great intellectual powers to in- 
fluencing their generation, first through their 
professional colleagues and then through both 
direct and indirect transmission to a wider 
public. A few lesser economists have attempted 
somewhat similar missions with indifferent 
success, but generally speaking, it is not a role 
to which economists aspire, being content to 
pursue their scientific work and on occasions 
to serve as technical consultants in matters of 
economic policy. 

It would be an exaggeration to say that J. K. 
Galbraith has now entered this exclusive com- 
pany on equal terms. But with his widely-read 
book, The Affluent Society,’ he may be said to 
have entered the environs and to be, as yet 
lightly, knocking at the door. At the least, he 
possesses some of the superficial stigmata of 
the society. He has taken a leaf out of Keynes’ 


‘Boston: Houghton Mifflin, 1958. 


method in the General Theory. Keynes started 
off by profaning one of the sacred altars of 
economic doctrine and, having thus startled 
his audience into alert attention, proceeded to 
unfold a persuasive argument. Galbraith has 
also taken a leaf out of Veblen. Veblen was a 
satirist, and used caricature to compel atten- 
tion to neglected aspects of reality. In the field 
of social commentary it is a valid, not to say 
an indispensable, method. It is certainly true 
that we all entertain conventional attitudes 
toward the life around us; and it is important 
that from time to time we be shocked into 
recognizing the shortcomings of these atti- 
tudes in relation to the seething world of social 
reality. 

This is where Galbraith’s service mainly lies, 
in exposing the inadequacy of much conven- 
tional thinking and in opening up neglected 
facets of familiar facts. In doing so, he is 
deliberately “destructive.” His attitude is that 
constructive improvement in our social ar- 
rangements is impossible until people have 
seen “the comfortable and the accepted” in 
new perspectives. They have to be shocked out 
of complacency. So he provides a shocker. 
“,..an essay such as this,” he says, “is far 
more important for what it destroys—or to 
speak more accurately, for the destruction 
which it crystallizes, since the ultimate enemy 
of myth is circumstance—than for what it 
creates” (p. 182). He does, indeed, go on to 
some constructive proposals, but these, though 
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worth attention, are hardly more than mar- 
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ginal to the range of problems he has presented. 

Since it was his intention to write a con- 
troversial book, he cannot have been disap- 
pointed in the result. He may, nevertheless, 
have been surprised, not merely at the inten- 
sity of the opinions ranging from rage to adula- 
tion, but more particularly at the distortions to 
which his ideas have been subjected. From read- 
ing the reviews, one could hardly imagine they 
all referred to the same book. In private dis- 
cussion, it is clear that Galbraith is receiving 
the treatment reserved for all writers of con- 
troversial best-sellers—that of having what are 
supposed to be his ideas bandied about by 
people who have never read the book. 

“Galbraith,” like “Keynes,” seems destined 
to become a naughty word in some circles and 
a holy word in other circles, with a range of 
meanings in between. His book might be con- 
sidered a sort of economic Lolita. 

Even those who have read the book are able 
to find, not merely many things to argue about, 
but many meanings. Thus, in the First National 
City Bank Monthly Letter (January 1959) one 
reads that “Professor Galbraith . . . says Ameri- 
cans are too well off.” As I read the book, he 
says they are not as well off as they have the 
means to be. It all depends on what you mean 
by “well off.” Again, a fellow economist, Colin 
Clark, writing in the National Review (October 
11, 1958) says: “ 
sor Galbraith teaches, to have the economy run 


...it is much better, Profes- 


by powerful cartels and monopolies in the 
European style, protected by high tariffs.” I 
cannot myself find anything which justifies this 
dictum. “The conclusion to which this book 
leads,” Clark further finds, is a “new class,” 
“ominously reminiscent of Orwell’s 1984,” 
“the custodians, virtually the sole custodians, 
of culture.” So far as I can discover, Galbraith 
is looking for ways to recruit a growing propor- 
tion of the population to the ranks of those 
who really enjoy their work and leisure. 

The unfavorable comments are not confined 





to those with conservative attitudes. For ex. 
ample, Leon Keyserling, a colleague of Gal. | 
braith on the Advisory Committee on Eco. | 
nomic Policy of the Democratic Advisory 
Council, writing in The New Republic (Octo. | 
ber 27, 1958), challenges Galbraith’s central | 
thesis right down the middle. And many pro- 
fessional economists adopt a posture of slightly 
sneering deprecation. 

The fact is that Galbraith “asks for” this | 
kind of treatment. He asks for it in three ways, 
In the first place, he charges that practically al] | 
attitudes toward economic policy—whether 
liberal or conservative, lay or professional—te. | 
flect various forms of “conventional wisdom” 
which is out of touch with the realities of con. 
temporary economic life. He therefore arouses | 
opposition in as many quarters as possible. In | 
the second place, he pursues his critical argu. | 
ment with a not too gentle irony, supported by 
a witty turn of thought and a gift for the telling 
phrase. People do not like this sort of treat. 
ment. In the third place, he covers complicated 
questions with extreme brevity, which, together 
with his placing of emphasis, opens the way to 
misinterpretation. 

e e e 

Galbraith organizes his argument around “a | 

modern paradox:” “why it is that as produe- 


tion has increased in modern times concern for 


production seems also to have increased” (p, | 
120). He has spent over a hundred pages lead- | 
ing up to this statement of the paradox; one 

hundred and sixty pages later he hopes that he 
has destroyed “the thralldom of a myth—the 
myth that production, by its overpowering im- 


portance and its ineluctable difficulty, is the 
central problem of our lives” (p. 280). There: 
after, for the final seventy pages, he explores 





“new goals.” 


In the first of these three divisions, he ex 


plains the preoccupation with production by 
reference to earlier economic circumstances 
and patterns of economic thought. In_ the 


second, he examines the weaknesses in our ad: 
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ministration of productive resources, estab- 
lishes the relative unimportance of much that 
is produced, and states his views on some un- 
solved problems which continue to harass the 
American economic society. In the third, he 
goes a short distance toward proposing 
remedies. 

While the central argument is essentially 
rather simple, it is not easy to summarize the 
whole range of Galbraith’s thinking. The rea- 


son is that his mind flows out in eddies and | 


excursions in a series of interesting, witty, and 
sometimes brilliant commentaries on aspects of 
American life and thought. Much of the inter- 
est of the book, and no doubt most of its popu- 
larity, are to be found in these excursions. But 
they cannot be conveyed with brevity. I shall 
therefore attempt to summarize only his sober 
central argument. 

The best way to organize this summary is to 
start in the middle and work in both directions. 
The focal point is that much of what we now 
produce is of secondary importance and could 
be dispensed with without serious discomfort 
or sacrifice of well-being, except as it is related 
to competitive standards of consumption. He 
establishes this thesis by three lines of argu- 
ment. The first is a casual look around, point- 
ing to the frivolous elements in our objects of 
consumption. The second is that the wants 
which these things satisfy are not spontaneous 
with the consuming public, but are themselves 
produced by the selling arts. Production leads 
to consumer desires, and not vice versa. The 
third is based upon the economic principle of 
diminishing utility—that as additional goods 
become available they satisfy decreasingly ur- 
gent wants. 


This third point leads into a rather technical 


| examination of the economists’ theory of con- 


sumer behavior. While diminishing utility may 
be accepted as operative at any given time, an 
economist can reasonably argue that it does not 
hold for comparing the urgency of wants in one 
period of time with that of another. Increases 
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of income may open up whole new areas of 
consumption possibility and the marginal 
strength of desire in these new circumstances 
may be no less, or even greater, than in the 
earlier situation. Conceding some force to this 
idea on technical grounds, Galbraith neverthe- 
less is ironically critical of economists for not 
looking behind these new wants to their busi- 
ness and sociological sources. By taking wants 
for granted as data, and by defining the eco- 
nomic function as that of satisfying wants to 
the fullest degree possible from available re- 
sources, the economists give their tacit blessing 
to all production in purely quantitative terms, 
disregarding the artificial character of the want 
structure and applying no qualitative tests. In 
this behavior, economists are, he judges, vic- 
tims of the ethos of our times, to which they 
bring the support of outdated ideas. 

From this central thesis, we turn back to the 
origins of the contemporary over-emphasis on 
production as such. Galbraith has led up to his 
thesis by a skillful resumé of past economic 
thought bearing on the subject. For Ricardo, a 
century and a half ago, the economic prospects 
of most of the human race were dim. Nature 
was niggardly; and the propensity of the popu- 
lation to increase tended to cancel out any 
gains. Such improvement as was possible de- 
pended upon improvements in productive 
capacity and methods. The best way to insure 
this was to give the fullest play to the incentive 
of self-interest. Business enterprise and com- 
petitive organization were, he thought, the best 
ways to maximize the production which would 
alleviate the general poverty. Maximum per- 
sonal liberty, a good thing in itself, joined with 
economic expediency to comprise a system of 
economic morality. 

Private enterprise and competitive organiza- 
tion, however, introduced three disturbing ele- 
ments into the system. The first was great 
inequality of fortune. The pushing and in- 
genious innovators could amass fortunes to be 
enjoyed in the midst of pervading poverty; 
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this led to moral uneasiness about the system; 
and reform movements to mitigate the situa- 
tion reflected sharp conflicts of economic inter- 
est. Those who enjoyed the blessings were at 
pains to justify the system in every possible 
way, including the appeal to the laws of God 
and nature. 

The second disturbing element was economic 
insecurity. Competition was no respecter of in- 
dividual fortunes. Firms and individuals were 
made or broken according to the rules of the 
market. This led to persistent efforts at all 
levels of the system to achieve some degree of 
economic security. The third disturbing ele- 
ment was the fact of severe periodic depres- 
sions, generally regarded as a normal but self- 
correcting feature of the system. This phase of 
his account Galbraith summarizes as follows: 
“To the lingering fear that poverty might be 
normal, the increasing conviction that inequal- 
ity was inevitable and the sense of individual 
insecurity which was inherent in the competi- 
tive model, the orthodox view of the business 
cycle added a much more general sense of 
disquiet” (p. 46). 

American potentialities, and the optimism 
they engendered, somewhat softened this 
gloomy outlook. But thought was divided. On 
one side was a line of reformers ultimately 
crystallized in Veblen, who felt that a satisfac- 
tory destiny for the common run of mankind 
would require drastic departure from the struc- 
ture of capitalism. On the other side, at the 
favored top of the structure, Social Darwinism 
provided a new rationale for the system. The 
central doctrine was that life is a struggle for 
the survival of the fittest, and the free market 
was the arena for this struggle. Struggle for 
survival being nature’s law, the cruelties and 
tragedies inherent in the system were turned 
into the unavoidable details of racial evolution, 
in which poverty would be ended by weeding 
out the unfit. If this doctrine could be used 
as a pleasant rationalization of inequality and 
the great new fortunes, it also received some 
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support from the oldest of American traditions: } 
that anyone worth his salt could make his way | 
in the world. 

But Social Darwinism was not a doctrine ae. 
ceptable to the mass of the people living under 
the new industrial conditions generated by 
technological change. The political forces of 
democracy could be used to change institutions 


and to soften the struggle. Moreover, it was ° 


difficult to use Social Darwinism to rationalize 
the position of the rising great corporations, 
as distinct from captains of industry. 
Nevertheless, as a sort of residue, Social Dar. 
winism brought into the “age of affluence” g 
presumption that poverty, insecurity and jp. 
equality were inherent in the life of economic 
society, even the most favored. In addition, it 
strengthened the mystique of the market which, 


if no longer the protector of the vigor of the 
race, was the final refuge of the liberty of the / 
individual. It thus created impalpable barriers 
to “social measures designed to rescue the in. | 
dividual from the privation or to protect him 


from the hazards of economic life” (p. 63). At 
the same time, the subtly pervasive ideas of 
Marx suggested the continuance of great eco. 
nomic ills. 

“Up to twenty or twenty-five years ago,” 
“...the broad impact | 
of economic ideas . . . could not but leave a man 


Galbraith summarizes, 


with a sense of the depth, pervasiveness, and 
burden of the economic problem and, on the 
whole, with the improbability of a happy out- 
come” (p. 75). The depression of the nineteen 


thirties accentuated the old economic problems. 
“These—productivity, inequality, and insecur- 
ity—were the ancient preoccupations of eco — 
nomics. They were never more its preoccupa- 
tions than in the nineteen thirties as the subject 
stood in a great valley facing, all unknowingly, 
a mountainous rise in well-being” (p. 7). 

This rising tide of opulence, Galbraith goes 


~ 


on to argue, has greatly changed the essential 
character of our economic problems. In the 
first place, it has largely hushed the old com: 
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plaints against inequality and reform propos- 
als based on redistribution. Something has 
been done in this direction through the grad- 
uated income tax, while full employment and 
upward wage pressures have leveled income 
from below. At bottom, the retreat of inequal- 
ity as an issue is attributable to the general rise 
in economic well-being. The wealthy have be- 
come less important, less visible, and less sub- 
ject to envy; and there is little inclination to 
question the functional role of some inequality 
as an incentive to enterprise and as a source 
of capital. Increased production has become 
the alternative to redistribution—“the great 
solvent of the tensions associated with in- 
equality” (p. 95). 

Similarly, the insecurity created by compe- 
tition has become a dwindling preoccupation. 
All groups hounded by such insecurity have 
had an incentive to diminish it, and their efforts 
by and large have been fairly successful. The 
great corporations, he says, have achieved a 
considerable power to protect their market 
position and no longer suffer from serious 
competitive hazards. Other groups—unions, 
farmers, the aged, the unemployed, and profes- 
sional and business groups—have had their 
insecurity much diminished by government ac- 
tion or their own collective action. In addition, 
the great generalized source of insecurity, busi- 
ness depressions, are no longer regarded as 
inevitable. It has become a principal goal of 
public policy to stabilize the economy at a level 
where something close to full employment is 
maintained. Assuming that this effort will be 
moderately successful, economic insecurity, if 
not finished business, will at least have given 
way to problems of a lower order or urgency. 

The conclusion stares one in the face: “Thus 
the effort to enhance economic security be- 
comes the driving force behind production” 
(p. 119). This brings us back to where we 
started in this section—the “modern paradox 
... that as production has increased in modern 
times concern for production seems also to 
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have increased.” The reason for the concern 
is ne longer that a mere quantitative increase 
in the things produced is of much importance 
to consumers as a means of banishing poverty. 
Production is, however, of the utmost impor- 
tance as a means to maintain continuity of live- 
lihood. Maintaining a high level of employment 
presents serious problems. At the same time, 
since it is not the things-in-themselves that are 
important, new economic vistas open up. At 
the margins of production, attention can be 
turned from mere quantitative output to the 
qualitative character of what is to be produced. 
To these problems and these vistas Galbraith 
devotes the remainder of his book. 

In leading up to this point Galbraith has 
accomplished an intellectual tour de force by 
compressing into so small a space an account 
of the economic ideas and circumstances which 
generated American attitudes toward produc- 
tion. One can quibble at details—at the distor- 
tions compelled by brevity, at omissions, at 
degrees of emphasis. But in the large the ac- 
count is a valid one, skillfully rendered. At the 
same time he has done something very differ- 
ent, and more arguable. He has infiltrated a 
very personal interpretation of what has hap- 
pened to the American economy. Increasing 
security and increasing productivity have, he 
finds, gone hand in hand. This gives him a 
sympathetic attitude toward almost all efforts 
to eliminate insecurity—whether by private 
groups or by public action, from great corpo- 
rations through union strength and farm pro- 
grams to social security measures. He does not 
necessarily approve the various stratagems of 
self-interested groups, but he downgrades the 
possible damage they may do. At the base of his 
thinking is a thorough-going dissent from the 
view, popular in the policy writing of many 
economists, that the economy should be kept 
as near the competitive model as possible. This 
posture, it might be thought, should gain him 
the approval of all sorts of vested interest. But 
most of this latent support he throws away in 
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the course of the argument which I shall sum- 
marize in the next section. 

He has also downgraded the issue of in- 
equality which has been so close to the heart 
of many reform movements. It is no doubt true, 
as he says, that a generally rising level of eco- 
nomic well-being has diverted attention from 
inequality as a popular issue. But there are 
latent aspects which persist even in an opulent 
society. In the thinking of many people, a 
nearer approach to equality is a necessary con- 
dition of the “good society” to which they 
aspire. These more distant reaches of social 
philosophy do not enter into Galbraith’s field 
of vision. He thereby dissociates himself from 
reform movements of any broad character. 


Galbraith’s central argument was summa- 
rized at the beginning of the preceding section 
to the general effect that much production is 
misdirected into frivolous channels, precari- 
ously supported by an artificially induced con- 
sumer demand, while socially more important 
goals are being neglected. We must now see 
how this argument is elaborated and the prob- 
lems of social action into which it leads. 

“Our peacetime concern for production,” 
Galbraith says, “is selective and traditional” 
(p. 132). This divides into two points. The 
first is that improvements in the methods of 
production are neglected in fields where they 
could produce striking results. We take for 
granted that the innovations and investments 
which actually take place are the most useful 
ones. But they are largely concentrated in 
strong firms in particular industries which can 
afford the necessary research and experimenta- 
tion; “there is no special concern about the 
industry that does no research and makes little 
technological progress” (p. 129), for example, 
coal-mining. Investments in education which 
could yield great productive results are neg- 
lected. These and other unexploited opportu- 
nities for increasing production are adduced 
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as evidence that, in spite of protestations to the 


contrary, our society really regards production | 


as a problem of relatively low urgency: “. , , at 
any given time,” he asserts, “both our total 
output and its rate of increase are only a small 
part of what it might be, perhaps only a minor 
fraction” (p. 132). 

The other and, for Galbraith, much more 
fundamental point is that, “In the general view 
it is privately produced production that is im. 
portant, and that nearly alone” (p. 133). “At 
best public services are a necessary evil; at 
worst they are a malign tendency” (p. 133), 
That the importance attached to private pro- 
duction is inordinate is, he thinks, demon. 
strated by the obvious unimportance of much 
that is produced. Yet much of the “conven. 
tional wisdom” is devoted to justifying the 
actual flow of goods. Here tne economists’ 


theory of consumer demand does yeoman sery. * 


ice. Nothing, however, so clearly exposes the 
marginal unimportance of production as the 
fact that the very wants it satisfies have them. 
selves to be manufactured. The ball is kept 
rolling by the ancient trait of emulation and 
the requirements of social prestige. We are 
trapped into a grinding pursuit of larger in. 
come to satisfy purely conventional desires, 
The increasing affluence of our society provides 
no escape. But “Among the many models of the 
good society no one has urged the squirrel 
wheel” (p. 159). 

Galbraith identifies the American business 
community as the great vested interest in main- 
taining the myth of the importance of produe- 
tion. This interest is not solely pecuniary; itis 
also a matter of prestige. Beginning with the 
depression years, the dominating place of busi- 
ness men in the prestige ratings faded before 
the encroachments of government and of the 
“liberals” whose ideas defined the enhanced 


role of government. The liberals, however, have 


forfeited their own position, The depression ; 


* Jove nodded at this point. The statement could not 
be true of total output at any given time. 
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called for public action to raise the level of 
production and employment; but when that 
emergency was over, liberals failed to invent 
any other program and were left with no creed 
except that of an expanding economy. This 
simply places them in a subordinate role to the 
business community which is responsible for 
production. Since businessmen have to a large 
degree accepted the role of government as an 
important regulator of the general level of eco- 
nomic activity, the liberals can contribute only 
marginal comment as to potentialities for ex- 
pansion. 

Another point where Galbraith finds the em- 
phasis upon production to be misplaced is in 
its relation to national defense. He sets out to 
destroy “the myth that military power is a 
function of economic output” (p. 178). For a 
war like World War II, and even for a limited 
war like Korea, a strong addiction to con- 
sumer goods limited the speed and extent of 
transference of resources to military purposes. 
For future wars, or even for the strategy of 
deterrence, “the question is not the size of the 
economy but how much can be diverted to 
public purposes” (p. 178). “It is not gross out- 
put but usable military output which counts” 
(p. 166). Reviewing the political history on 
this point, and the attitudes of Secretaries of 
the Treasury and Defense as to what we could 
“afford” for defense, Galbraith concludes that 
the conventional emphasis on high consump- 
tion acts as a positive obstacle to an adequate 
program of national defense. 

In one respect, Galbraith proceeds, produc- 
tion is as important as it ever was—for reasons 
of economic security. Productive activity mus* 
go on as a source of income, and must expand 
to absorb an expanding labor force. For serv- 
ing this function, however, the present struc- 
ture of production is precarious. The reason 
for this is that, in addition to creating the wants 
to be satisfied, the business community also 
creates the means of payment with which to 
satisfy them. Expanding production is matched 
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by an expanding volume of consumer debt. 
The arts of persuasion are extended to per- 
suading people to commit their future incomes 
to present consumption. Expansion of produc- 
tion comes to depend upon expanded debt. In- 
creased spending comes when it is least needed, 
in prosperous times, and adds to inflationary 
pressures. Any slow-down in debt creation 
creates unemployment. “Drastic and spiraling 
liquidation” of this credit is always within the 
range of possibility, adding an additional haz- 
ard to the latent volatility of business credit 
and spending for investment purposes. 

The processes of consumer demand creation 
and its financing thus constitutes one of the 
central problems of an affluent society. An- 
other is the tendency to chronic or recurrent 
inflation. 

The principal element of interest in Gal- 
braith’s treatment of the inflation problem is 
his argument that reliance on monetary policy 
as an anti-inflation device is an “evasion.” He 
starts from the assumption that over a substan- 
tial part of the industrial system, marked by 
oligopoly, price increases are not closely tied 
to capacity operation or to rising demand. For 
a variety of reasons of policy, managements do 
not set prices to maximize short-run profits, 
and firms therefore typically have “a reserve 
of unliquidated gains from unmade price ad- 
vances” (p. 217). Wage demands by unions 
commonly provide the occasion for price in- 
creases, giving rise to the wage-price spiral. 
This spiral is not really a “cost-push” phenom- 
enon, but part of the strategy of business in 
determining when to raise prices and increase 
profits. Higher living costs and higher profits 
then provide the incentives to unions to gen- 
erate another wage increase. “The wage, price, 
profit spiral originates in the part of the econ- 
omy where firms with a strong (or oligopolis- 
tic) market position bargain with strong 
unions” (p. 220). 

With this source of inflation, monetary pol- 
icy makes only a secondary contact and is 
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ineffective. Moreover, monetary policy is in 
conflict with the machinery of consumer want 
creation and financing and is unlikely to make 
much effective contact with them. Also, if ef- 
fectively applied, monetary policy would col- 
lide with the investment process which sup- 
ports economic growth. Investment spending 
is “the most mercurial dominion of economic 
activity ;” any effort to reach price inflation by 
this route runs the danger of precipitating a 
depression. 

For these and other reasons, monetary pol- 
icy is likely to be either ineffective or so dan- 
gerous that it will be too sparingly used to 
reach the sources of inflation. The place where 
monetary policy can be effective is upon com- 
petitive industries such as agriculture. But this 
is not where the inflationary pressures origi- 
nate, 

Galbraith is also rather skeptical of the 
other conventional instrument for fighting in- 
flation, fiscal policy. It would ordinarily re- 
quire increased taxes and budget surpluses, 
hard to engineer politically. To be effective, 
moreover, it would have to cut back general 
market demand so far as to create substantial 
unemployment and the rate of economic growth 
which would support full employment. 

Thus we arrive at an impasse. Price sta- 
bility under present market conditions re- 
quires a substantial margin of unemployment. 
But “We are impelled by present attitudes and 
goals to seek to operate the economy at ca- 
pacity where... inflation must be regarded 
not as an abnormal but as a normal prospect” 
(pp. 248-49). Thus, inflation stands out as a 
second unsolved problem of the affluent soci- 
ety. This problem might be brought under con- 
trol by a limited use of direct price and wage 
controls at critical points of inflationary pres- 
sure, in conjunction with discreet use of mone- 
tary and fiscal policies. The “conventional 
wisdom,” however, has only horror for this 
blasphemous idea. 


The third and last problem to which Gal- 
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braith turns his attention is what to produce, 
This one lies close to his heart and arises dj. 


/ 
| 


rectly out of his earlier ironical exposé of the | 


frivolous uses to which we put much of oy; 
productive resources. He proposes “a satisfac. 
tory relationship between the supply of pri- 
vately produced goods and services and those 
of the state” (p. 255) to which he gives the 
name of “social balance.” He provides a long 
and impressive list of useful public services 
which might be had at the cost only of fore. 
going unimportant, silly or meretricious ob. 
jects of consumption. 

There arises, of course, the shadow of the 
sovereign consumer. The usual view is that 
consumers can have what they want, and can 


take as much of their real income in public , 


services as they collectively decide. On this 
point Galbraith makes a telling rebuttal. The 
cards are stacked. All the arts of persuasion 
are on one side. In addition, the whole heri- 
tage of prejudice turns the support of public 
services into a “burden.” Further, any exten- 


; 


sion of the public service raises the question | 


of who is to pay, and tends to break “the truce 


” 


on inequality.” Inflation, moreover, under- 
mines the attractiveness of public employment. 
The problems of social balance are most severe 
at the state and local level where the revenue 
problems are most difficult. In these impeding 
circumstances, even “To suggest that we can- 
vass our public wants to see where happiness 
can be improved by more and better services 


has a sharply radical tone. ... By contrast the 


man who devises a nostrum for a nonexistent | 


need and then successfully promotes both re 


mains one of nature’s noblemen” (p. 269). 
e e e 


What to do? Galbraith does not go very far 
in pursuit of this question. His main purpose 
has been, as he says, “to destroy.” Or, more 


accurately, to subject people to “a major | 


wrench” in their attitudes. Once the thralldom 
of mere quantitative production is broken, 
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there must be a “concern for new goals.” If 
“efficiency” in the production of trivialities 
becomes less important, we shall have to re- 
view our society in new terms self-consciously 
directed to promoting “the good life”—the 
terms of “compassion, individual happiness 
and well-being, the minimization of community 
and other social tensions” (p. 289). In the 
business world, “the relation of the modern 
corporation to the people who comprise it— 
their chance for dignity, individuality, and 
full development of personality—may be at 
least as important as efficiency” (p. 288). What 
is ultimately at stake is a system of social mo- 
rality. In a world of poverty, some case could 
be made for a system of morality which im- 
posed rules of economic efficiency, however 
cruel to individuals. In an opulent world, some 
other rules are necessary. Opulence must be 
made to further other goals—those which will 
cultivate the essential worth and dignity of man. 

This is the broad message. Meantime, as he 
has shown, there are immediate, concrete prob- 
lems. Toward the solution of these he throws 
out a few suggested lines of advance. 

Inflation he finds intolerable as “the impla- 
cable enemy of social balance,” but at the same 
time practically certain to persist under con- 
ditions of full employment. If price stability 
requires unemployment, people must still live. 
To alleviate the burden of unemployment, he 
proposes that unemployment compensation 
should be on a sliding scale, going higher as 
the level of unemployment increases. One merit 
of this is, he finds, that “no particular group 
of people is singled out for misfortune when 
demand falls below full employment levels” 
(p. 303). The other merit is that the more sus- 
tained level of consumer demand would itself 
limit the deviation from full employment levels. 
The plan would “make tolerable the unemploy- 
ment which is associated with price stability” 
(p. 305). If a maximum employment policy is 
followed, curbing inflation will, he thinks, re- 


quire the use of direct price and wage controls 


GALBRAITH’S “AFFLUENT SOCIETY” 


105 


on a limited scale. He does not advocate it, but 
at the same time is not terrified by the prospect. 

The second proposal is a plan for financing 
an expanded program of public services at the 
state and local level, the “large ready-made 
needs for schools, hospitals, slum-clearance and 
urban development, sanitation, parks, play- 
grounds, police, and a thousand other things” 
(p. 308). To smooth the way toward a better 
social balance, Galbraith sees the need for “a 
system of taxation which automatically makes 
a pro rata share of increasing income available 
to public authority for public purposes” (p. 
311). Since so much of the problem of ade- 
quate public services is at the state and local 
level (and given the existing federal income 
tax structure), a much expanded use of the 
sales tax is proposed on consumer goods and 
services. He makes a reasoned defense of this 
proposal against the conventional liberal ob- 
jections to sales taxes. 

In a third sphere, proposals are made to cope 
with the remnants of poverty which linger on 
even in an affluent society. This poverty Gal- 
braith classifies as mainly (1) “case poverty” 
associated with deficiencies in the qualities of 
individuals, and (2) “insular poverty” asso- 
ciated with special environmental situations 
and with factors producing occupational and 
regional immobility. The first principle is to 
maintain a social minimum income for decency 
and comfort. The second is to take whatever 
other steps are required to prevent poverty 
from being self-perpetuating in families and 
districts. Around this principle cluster a whole 
group of possible measures—slum clearance, 
housing, emigration from rural slums, but in 
particular educational and other services which 
will enable individuals to take advantage of 
the opportunities afforded by the general opu- 
lence of society. 

The fourth direction for policy does not so 
easily reduce itself to specific proposals. It 
centers around a general goal of making the 
working life more pleasant and satisfying. 
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What Galbraith calls the “New Class” is that 


large and rapidly expanding group whose work 
is inherently interesting and not just a job to 
be done, and whose educational opportunities 
give them access to superior cultural activities. 
He proposes a public policy of deliberately 
promoting the enlargement of this “class” to 
the ultimate end of getting as many as possible 
of the whole population into a happy state of 
pleasure in their work and richness in their 
cultural life. The idea is merely sketched in— 
with such brevity that it gives no real clue to 
what processes of sociological change would 
be involved. The “class” orientation given to 
the discussion is unfortunate since it opens the 
way to a snobbish interpretation of what I 
judge to be Galbraith’s unsnobbish intent. 

The book ends on the note of the capacities 
of our economic society to promote (1) “hap- 
piness,” (2) survival in the military sense, and 
(3) aid to other parts of the world in their 
efforts to escape from poverty. In none of these 
directions does he find that the contemporary 
emphasis upon increase of consumer goods 
will aid in the solution of the most urgent social 
problems of our times. 


As the preceding summary will have demon- 
strated, Galbraith’s argument explores a wide 
territory. At the center lies the thesis concern- 
ing the relative marginal unimportance of the 
consumer goods with which our structure of 
production presents us. To guard this thesis, he 
has set up barricades to all quarters of the 
compass; or in perhaps a better metaphor, he 
has sent out commando raiding squads in all 
directions. He is not simply guarding the thesis 
from attack; he is out to divide, disconcert 
and disorganize its enemies. 

But the thesis itself in purely instrumental. 
The destructive attack upon the “conventional 
wisdom” is only a preliminary to a construc- 
tive approach to lines of improvement. These 
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lines imply a substantial expansion in the pub. 
lic sector of the economy. Galbraith’s convic. 
tion is that, if people can only be made to see 
what they are sacrificing by clinging to modes 
of thought and action imposed by tradition 
and vested interest, they will then have a basis 
for choice between the greater and the lesser 
good. 

In carrying out his design, Galbraith ip. 
trudes his attention into almost every important 
topic of economic policy discussion, and many 
minor ones; and also on occasion into even 
broader sociological territory. The discussion 
ranges from social philosophy in the broadest 
sense to the minutiae of interest rates, from 
national security to slums, from business prej- 
udices to the refinements of economic theory, 
In whatever direction, the usual purpose is to 
lay the ghost of some idea or practice or 
policy. 

One consequence of this wide-flung discourse 
is that each topic is compressed into narrow 
compass. Brevity prevents “well-balanced” dis. 
cussion of anything. The sharply stated opin- 
ions, without qualification, at times carry an 
air of arrogance. There are more blacks and 
whites, and fewer shades of gray, than a more 
judicious mind might think to be called for. 
Practically every point in the book takes upa 
controversial subject—that is why it is there, 
There is something for almost everyone to dis- 
agree with, and something to agree with. In 
these circumstances, it is quite impossible, in 
a brief article, to present critical commentary 
over the range of topics he takes up. An ade- 
quate critique would require a book at least as 
long as the original. I shall, therefore, in con- 
clusion present only a few brief notes. 

1. The main importance of the book lies, not 
in its detailed points, but in the message which 
is conveyed by its totality. The message is that, 
when a free society has banished the poverty 
which has through endless time been the plague 
of mankind, it must shake off the obsession 
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for maximizing the production of whatever 
consumer goods the market brings forth. It 
must reconsider its goals. It must think about 
the ways in which, upon a firm economic base, 
man’s life can be made more satisfying and 
spiritually richer, about how the higher aspira- 
tions and potentialities of man can be more 
nearly fulfilled. What is involved is not a prob- 
lem of maximization in any strictly economic 
sense, but a whole social philosophy. 

On this front Galbraith occupies the strong- 
est possible position. He is right, too, in think- 
ing that progress in this direction requires that 
people be jolted out of conventional habits of 
thought. In this respect, he is unduly modest 
about the role of fresh thinking. “Ideas,” he 
says “are inherently conservative. They yield 
not to the attack of other ideas but to the mas- 
sive onslaught of circumstances with which 
they cannot contend” (p. 20). This is to deni- 
grate his own services and those of others like 
him. Changing circumstances generate a welter 
of ideas, some of which will prevail. There is a 
necessary battle of ideas. There is no certainty 
that “good” ideas will prevail. But unless one 
thinks they have a chance, there would be no 
point in attempting to formulate them except 
as a special form of egoism. 

The philosophy that Galbraith entertains has 
a content much deeper than the strictly eco- 
nomic. It is of a piece with much current think- 
ing among social philosophers and among a 
number of other social scientists. At the center 
of it stands a strong sense of the dignity of man 
and a conviction that any satisfactory destiny 
depends upon the sense of human dignity and 
the quality of “loving-kindness.” Galbraith is 
an economist, and expresses the philosophy in 
some of its economic aspects. Even though un- 
impressed by all the more technical points in 
his economic analysis, one could still applaud 
his vigorous espousal of this philosophy. 

Galbraith would not, I think, object to being 


credited with this philosophy. But he would 
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probably insist in being judged, not solely on 
his philosophy, but on the merits of his nar- 
rower economic arguments, To these I must 
then briefly turn. 

2. His central thesis, that a substantial por- 
tion of our productive resources are devoted 
to frivolous uses, is hardly open to argument. 
There is a margin for transference to other 
uses or a margin for slacking off, if people can 
be convinced of the superior qualitative advan- 
tages of the alternatives. Galbraith is some- 
what haphazard in parading these alternatives, 
and, by spending so much space satirizing 
consumption, opens himself to the charge of 
saying that we have “too much.” But this is 
not his point. We merely have too much of the 
wrong things. 

We are foregoing qualitatively superior serv- 
ices. We are providing inadequate social min- 
ima for the unfortunate. We are skimping on 
the right kind of educational and cultural op- 
portunities. We let conventional consumption 
requirements impair our thinking and weaken 
our policy on national defense. We let it also 
deter us from doing what is both wise and 
humane in assisting other peoples to improve 
their economic condition. Less “efficiency” in 
production or more leisure are simply two 
among many possible alternatives. But the ar- 
gument as a whole does not mean that produc- 
tion is unimportant as such; or that techno- 
logical progress and growth are of no account. 

The general argument being accepted, there 
is nevertheless a range of topics which he neg- 
lects, but which cannot be conjured away. For 
example, Galbraith appears to justify the 
“truce on inequality” which opulence and ris- 
ing standards of living have brought. This 
raises two points. The first is that, though most 
people have escaped real poverty, a substantial 
portion fall short of what they can reasonably 
aspire to in an opulent society. The second is 
that, so long as great inequality continues to 
exist, the inescapable emulative stresses are 
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certain to make larger income a primary ob- 
ject of desire. If those at the bottom can only 
move upward by a total raising of the structure 
of inequality, then to them increased produc- 
tion is bound to seem extremely important. 
The inequality problem stays with us in much 
more complicated ways than I can take up 
here. 

Another difficulty is that a substantial trans- 
fer of income into public sources, as Galbraith 
proposes, will not of itself solve the problem of 
“frivolity” in consumption. He never attempts 
to quantify such a transfer. But let us assume 
a transfer of 10 per cent, of disposable per- 
sonal income, or say $30 billion, an amount 
which would increase as national income in- 
creases. Even if by democratic processes such 
a transfer were approved, there is no assur- 
ance that it would be at the expense of the fri- 
volities which Galbraith deplores. There is 
nothing in his line of thought that would in- 
hibit the continued use of the arts of persua- 
sion. Nor has he any substitute for the use of 
these arts as the condition of business survival. 
The problem is rooted in much more stubborn 
sociological and business conditions than he 
takes time to explore. Not only a thorough- 
going shift in popular attitudes, but also a 
drastic modification of business organization 
and practice would be required. On how to 
make headway on this front, Galbraith pro- 
vides no lead. 

3. Turning to a more technical point, I have 
no question that Galbraith’s criticism of the 
way some economists apply the theory of con- 
sumer choice is well-taken. The theory serves a 
perfectly legitimate role in relation to the role 
of “economic sovereignty” in competitive mar- 
kets. But economists play a game of hide-and- 
seek with it. As “scientists,” they allege, it is 
no part of their function to go behind the ra- 
tionale of individual choices. At the same time, 
they tend to get the theory entangled in a lop- 
sided philosophy of liberty and a welter of 
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“welfare propositions.” These serve not only 
to distort the nature of problems of public pol. 
icy involving collective action; they also ob. 
scure, or even deny, the necessity of qualita. 
tive thinking in the field of consumption, 
Galbraith is well-advised to spotlight this po 
tent enemy to his whole line of approach. 

4. The corollary to Galbraith’s central thesis 
is, of course, an expanded public role in pro. 
viding services. To my mind, his argument on 
this point is persuasive so far as it goes. But 
the subject is not free both of debating points 
and of real difficulties. In the first place, it can 
be shown that public expenditures have been 
rising at a faster rate than national income, 
This is not an important point in itself, since 
it does not isolate the rise in defense costs, and 
ignores the relative merits of the alternative 
uses of resources. In the second place, the ques- 
tion of the effect of higher taxes on business 
incentives arises. Galbraith tries to outflank 
this one by his sales tax proposal. But his prin- 
cipal reason for this proposal appears to be to 
keep the sleeping dog of inequality asleep. As 
I have suggested earlier, this is not a dog that 
will stay asleep. So the incentive question is 
brought back into the picture for more discus- 
sion than Galbraith gives it and more than I 
can attempt here. 

Another type of question centers on the ca- 
pacity of actual political processes to produce 
satisfactory results. Colin Clark, apart from 
his ideas on taxation, opposes the proposals on 
the grounds of the incompetence and corrup- 
tion of public officials. More important is the 
power of all sorts of pressure groups to divert 
funds from the public treasury in their own 
behalf. Galbraith does not face this question 
squarely. So far as he deals with such activity, 
he interprets it as part of the general effort to 
eliminate insecurity. Since he is “for” security, 
he creates the impression of something like 
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economic or moral tests. This is a pity, be- 
cause I think the difficulty is not in his basic 
thinking, but in his treatment. 

Expansion of the public economy involves a 
political process, and not all aspects of this 
process are going to be pretty. A good deal of 
nonsense is talked about pressure groups in a 
sort of blanket condemnation. Such groups are 
in fact a primary means by which proposals 
for the public agenda originate—good, bad, 
and indifferent. Proposals have to be sorted 
out. Galbraith neglects this side of the prob- 
lem, and tends to assume an outcome accept- 
able to his critical judgment. To support im- 
portant expansion of the public economy 
requires a certain optimism concerning the 
potentialities of the democratic process. In Gal- 
braith’s defense, it may be said that, in the 
absence of such hopefulness, there would be 
little point in even inquiring how we might 
climb onto a higher trajectory of well-being, 
where well-being takes on new qualitative 
meanings. 

The fact that Galbraith never quantifies his 
proposals takes some of the edge off them. He 
does not even suggest at what point of distri- 
bution of resources between private and public 
uses we might begin to consider the “social 
balance” satisfactory. J. M. Clark and many 
other economists, sociologists, and political 
scientists have pointed out why and where 
modern urban and industrial conditions re- 
quire increase in the public services. Gal- 
braith’s argument suggests that such increase 
can be had for the mere sacrifice of what in 
any case is useless, meaningless, or worse. But 
how far this switchover could defensibly be car- 
ried he fails to consider. Whether he is far out 
in the front of the vanguard, or a fairly con- 
servative member of the forward-looking ranks, 
one has no way of judging. 

5. The least satisfactory part of Galbraith’s 
argument is his discussion of the problem of 


inflation. Here he deeply concurs in the “con- 
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ventional wisdom” that inflation is a “bad 
thing.” He supports the opinion, widely held 
in “reactionary” circles, that it can be curbed 
only by maintaining a substantial margin of 
unemployment. His only originality here is a 
plan for looking after the unemployed more 
generously. 

At a more technical level stands his adverse 
view of the possible effectiveness of monetary 
and fiscal policies. He is, I think, trapped into 
under-estimating them by his desire to high- 
light his views on the degree to which inflation 
may originate in other quarters than easy credit 
and excessive money demand. His analysis of 
the wage-price-profit spiral is thought-provok- 
ing and, within proper limits, no doubt valid. 
But it has to be located within, and not substi- 
tuted for, a much broader examination of the 
sources of inflation. 

Every economist is, of course, aware of the 
difficulties of making full employment and 
price stability run in double harness. It may 
not even be possible, and Galbraith is correct 
in pointing out (what are economic common- 
places) the economic dangers in using mone- 
tary and fiscal policy to the point of full effec- 
tiveness, and the accompanying political inhibi- 
tions. He is also correct in pointing out that 
they have discriminatory effects upon different 
segments of the economy. But it is hardly to 
be doubted that they are still useful instru- 
ments which, wisely used, will relieve the bur- 
den to be placed on other methods of control. 
I do not think that Galbraith would disagree. 
He has, however, so placed his emphasis as to 
invite another interpretation. 

The impression is hard to shake off that 
there is some ambiguity, if not actual incon- 
sistency, in the argument. Or perhaps it is only 
obscurity. As I understand him, Galbraith 
reads monetary policy out on the grounds (1) 
that it does not effectively reach the persistent 
sources of inflation, (2) that it is highly dis- 
criminatory among sectors of the economy, 
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and (3) that if effectively used, it presents 
great dangers in the most mercurial area, that 
of business investment. As to fiscal policy, if I 
understand him correctly, it is the proper 
agency through which to create the precau- 
tionary amount of unemployment needed to 
prevent inflation, but even here he underlines 
the dangers in the investment sphere. He is 
skeptical of its effective use because of politi- 
cal opposition deriving both from the business 
community and from the labor community 
which backs a full employment policy. It is this 
skepticism which leads him on to consider the 
possible necessity of selective price and wage 
control. 

The analysis is sketchy, and makes no strong 
impression on the mind except in a negative 
way, as to the barriers to effective use of mone- 
tary and fiscal policies. There is no full-blown 
presentation of the sources of inflation, nor 
any review of the best professional thinking on 
the subject. The sharpest policy issue of all is 
completely passed over—the view that a minor 
degree of controlled inflation with full employ- 
ment is the lesser evil among all the available 
alternatives. Even when assuming that full em- 
ployment will be the over-riding principle of 
policy, he turns to direct price and wage con- 
trol without balancing it against controlled in- 
flation. It is not a pleasant pair of alternatives 
from which to choose, but there can be reason- 
able difference of opinion about which is the 
lesser evil, if such a choice has actually to be 
made. 

For the serious shortcomings of the inflation 
analysis, Galbraith might plead a partially 
valid defense of unavoidable brevity. It has 
provided him a context within which to put a 
few of his pet ideas on consumer credit, price- 
wage relations, monetary policy and the pres- 
sure of political forces. Perhaps that was all it 
was intended to do. It has, however, the appear- 
ance of attempting to do more. That is where 
it falls short. 
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6. The way in which an economist deals with 
the subject of inflation always discloses some. 
thing of his “vision” of the future structural 
and operational characteristics of the economic 
system, something indeed of his economic phi. 
losophy. At that level, some of the issues are 
nicely joined by Neil Jacoby’s article in the 
present number of this journal. Jacoby, like 
Galbraith, finds formidable obstacles to the 
effective application of monetary and fiscal 
policy, arising out of inflexible prices and the 
characteristics of market structure. As a rem- 
edy, he seems to look to a restoration of com. 
petitive conditions sufficiently far-reaching 
that flexible prices and mobile resources will 
respond more readily to monetary and fiscal 
measures. If this remedy is not forthcoming, 
then Jacoby, like Galbraith and others, will 
have to begin looking for other remedies sup. 
plementary to monetary and fiscal policy. 

Galbraith, by contrast, not only disbelieves 
in any such intense reactivation of competitive 
forces, but considers it positively undesirable. 
Not that he puts competition right out of the 
picture as a useful regulating influence; but 
his sympathy for efforts to achieve economic 
security, joined with his prior principle of 
“countervailing power,” causes him to place 
the central problems of economic policy in the 
context of well-established economic power 
positions. The state thereby necessarily be- 
comes involved in lines of action which would 
be irrelevant under conditions of thorough- 
going competitive organization. 

These contrasting visions, or philosophies, 
present probably the most fundamental cleav- 
age in contemporary economic opinion. Many 
people try to patrol both sides of the street, or 
sit on the fence. It is not necessary for anyone 
to choose an extreme position on either wing; 
but in due course the major alignment must 
fall in one direction or the other. For myself, I 
think the alignment within which Galbraith 
defines his position more likely to predominate, 
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and therefore to furnish the environment 
within which the ongoing processes of social 
adjustment must be accomplished. 


These notes will suggest that The Affluent 
Society is not a book which anyone will swal- 
low whole. It contains interpretations of fact 
which are subject to reasonable differences of 
interpretation. It presents opinions upon which 
reasonable men may disagree. The technical 
economic analysis is at some points less than 
adequate. But these are secondary defects in a 
book which is not merely interesting and stimu- 
lating, but in a sense pathbreaking. There was 
a period earlier in this century when Social 
Economics was the arena of active discussion 
in both its meanings—as critical commentary 


on economic institutions and ideas, and as con- 
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structive thinking on the means of social im- 
provement. These realms of intellectual dis- 
course have fallen into a state of extreme ne- 
glect. J. M. Clark almost single-handed among 
outstanding economists has kept the tradition 
alive. Galbraith moves in as the strongest recent 
recruit to the revival of this excellent tradition. 

In the sphere which it enters, The Affluent 
Society is only a preliminary exercise. It is, as 
he says, primarily an exercise in destructive 
thought. Much intellectual travail will be re- 
quired to formulate goals and policies suitable 
to the changing circumstances of American life, 
and much political travail to give them effect. 
It takes an act of faith to believe that the human 
race, or its American membership, may success- 
fully engage in constructive thought and intel- 


ligent collective action in its own best behalf. 





Our new way of getting rich is to buy things from one another that we do not 
want at prices we cannot pay on terms we cannot meet because of advertising 


we do not believe. 


Robert M. Hutchins 





